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Mergers and Acquisitions of CPA Firms is written for CPAs who want their 
practice to grow. However, before you consider how to grow, you should consider 
why you want to grow. This will give you focus on what you want to accomplish 
and what type of growth will be helpful. Growth should not be an end in itself. Still, 
growth can lead to a desired objective. It must be realized that in a professional ser­
vice firm there is a maximum client volume that can be handled by an owner. Thus, 
growth in the long run produces more income and more owners, but not necessar­
ily more income per owner. Growth may be needed for staff retention and 
motivation based upon career opportunities, but it does not mean that income per 
owner will necessarily increase when growth occurs.
This book discusses the advantages and disadvantages of mergers 
and acquisitions. It takes you from identifying the potential candidates through 
handling discussions with them and comparing and identifying the best candidates. 
It also explains the theories of firm value, with illustrations of balance sheet and 




Advantages and Disadvantages to 
Mergers and Acquisitions
There are some excellent reasons to pursue a merger or acquisition. However, this 
pursuit is not without pitfalls. This chapter will discuss the advantages and dis­
advantages of obtaining your desired growth through mergers and acquisitions.
Advantages to Mergers and Acquisitions
Niches
Niches are an excellent source of growth. If there are niches that the firm feels 
would enhance its growth, and the expertise is not available within the firm, 
a merger or acquisition is a method of acquiring the specialty. I have seen firms 
successfully merge to acquire a particular niche and, combining it with other exper­
tise within the firm, grow very rapidly in that area. As with all mergers and 
acquisitions, care should be taken to insure that the individuals involved and the 
quality of practice are compatible with your firm.
Even if you have some experience with the practice area, the contacts of a 
well-known person in the practice area can be beneficial. Perhaps the individual 
will have contacts that make him or her in demand by industry officials as a 
speaker. Coupled with the resources of the new larger firm, the ability to serve new 
clients in the area can be demonstrated, and growth may accelerate. Sometimes the 
business is generated by referrals from other professionals, such as attorneys, that 
you currently have a good relationship with. They will now refer business to the 
firm that they would not have referred prior to your focus on a particular niche.
To optimize the synergy and make the merger or acquisition attractive to all 
parties, the niche should complement the practice. Ideally, the niche should be in 
an area where the practice can provide referrals, and it can also refer new business 
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to the rest of the practice. For example, a pension expert could enhance a tax 
department or a health care expert could enhance the audit practice. Preferably, the 
decision to focus on a particular niche is not the result of a chance encounter but a 
planned occurrence. These decisions should be the result of a focused discussion 
and probably made at the practice retreat.
Broader Services
Another valid reason that has resulted in successful mergers is a desire to offer the 
clients a broader range of services. Perhaps a small practice that is primarily com­
pilation, review, and tax work wants to grow as its clients grow. The clients may be 
getting bigger and starting to wonder if they are outgrowing the firm and need more 
services than are offered. Often, when the client grows, audit requirements 
develop. More tax planning, including personal financial planning and estate plan­
ning, starts to become important to the clients. The CPA with the small practice 
may merge with a firm undergoing similar experiences and together they will have 
the resources to develop additional services. The alternative may be to merge with 
a larger firm that already has these additional services in place and can expand the 
services to the clients. Thus, the merger with a smaller practice may be a source of 
growth for the larger firm. However, the results must meet the objectives of the 
larger firm for them to make the decision to merge.
Another aspect of broader services is that it may provide the owners and the 
staff with the ability to concentrate in one area of practice. We spend a great deal 
of time working in our profession and it certainly is more pleasant doing things we 
enjoy. Some specialties can be done in small boutique practices. Perhaps you are 
an expert in retirement plans and have developed a referral-based practice with 
other CPAs. In this case, you may be better off not diversifying since your referral 
sources do not view you as a threat to their clients and are comfortable in referring 
you. That might change if you offered competing services. On the other hand, you 
may desire to practice in an area that requires a larger firm. A regional firm owner 
may decide that SEC work is very attractive and want to develop a client base that 
will provide a demand for this work. This may require joining with a larger firm to 
service these clients.
Cost Reduction
One of the reasons sometimes given for considering a merger is that it will result 
in cost reductions for the firm.
Only one receptionist will be required, instead of the two now employed. 
Only one conference room and library will be needed, instead of the current cost 
of two. What generally is not realized is that as a firm grows the administrative 
burden at the owner level also grows. Unless this additional burden is shouldered 
by the owners with a sacrifice of their time outside the firm, there are additional 
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economic costs involved. The chargeable time per owner may start to drop. In addi­
tion, a firm administrator may need to be hired. The need for communication 
among owners leads to additional meetings and conferences.
On the other hand, technology has allowed for resources that were unheard 
of just a short time ago. However, there is a great deal of economy of scale in their 
utilization. This means that some resources cannot be taken advantage of unless the 
firm is large enough to utilize them efficiently. Hence, another possible reason to 
grow is to provide staff with the tools to do the best possible job.
If the primary motivation for the merger is cost reduction, extreme caution 
should be taken to see if the savings are truly there and whether they are worth the 
additional burden of more owner administrative involvement.
Planning for Succession
Many firms lack a good plan for succession. They may also have retirement plans 
that are inadequately funded to deal with older owners. The owners expect their 
retirement to come from being bought out when they are ready to retire. They may 
give little thought to the timing of their retirements and to who will be willing and 
able to take over the responsibility. Frequently, this leads to a rude shock close to 
retirement age when the buyout does not happen. Younger staff members are not 
willing to accept the honor of being a co-owner at the cost of the buyout, and may 
even leave with a portion of the client base. The growth of the firm, the age of the 
owners, and the development of the staff all should be plotted annually in a suc­
cession plan. The plan should address the retention rates needed and the feasibility 
of buying out the older owners. For example, a firm of three owners today may 
expect several new owners to be admitted, if the firm is going to plan for succes­
sion internally. A plan for succession is illustrated in exhibit 1-1.






A 40% 7 2003
B 30% 12 2008
C 30% 23 2019
Assume the following:
• Staff members are made managers after seven years, if the conclusion is that 
they are capable of eventually becoming owners.
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• The firm feels that five years as manager is the minimum appropriate waiting 
time for ownership.
• The firm has decided that it takes 10,000 chargeable hours to support an owner.
• The firm will grow at 5 percent per year in addition to inflation.
• The current average billing rate will remain at $60 per hour in today’s dollars.
• The current 18 percent profit after fair salary for owners will continue.
• The value is expressed in terms of a firm multiple of 80 percent of annual 
gross fees.
Exhibit 1-2 provides a current staff profile and a forecast of when the staff will be 
ready for ownership.
EXHIBIT 1-2. Current Staffing Profile 1996












D 1,450 7 5 2001
Senior
E 1,500 6 6 2002
F 1,500 5 7 2003
In charge
G 1,600 4 8 2004
H 1,600 4 8 2004
I 1,600 3 9 2005
J 1,600 3 9 2005
K 1,600 3 9 2005
Staff assistant
L 1,600 2 10 2006
M 1,600 2 10 2006
N 1,600 2 10 2006
O 1,600 2 10 2006
P 1,600 1 11 2007
Q 1,600 1 11 2007
R 1,600 1 11 2007
S 1,600 1 11 2007
Total hours 29,050
Gross fees $1,743,000
Profit after fair compensation $ 313,740
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Exhibit 1-3 calculates firm hours at a 5 percent annual increase, fees at the 
current average of $60, and when the transition of owners will be needed. The table 
indicates that by the year 2019 all the current owners will be retired and eight new 
owners will own the firm.
EXHIBIT 1-3. Projected Staffing Profile
Additional
Anticipated changes
Year Hours Gross fees Additions Retirements Years owner Name
1997 30,503 1,830,180 1
1998 32,028 1,921,680 2
1999 33,629 2,017,740 3
2000 35,310 2,118,600 4
2001 37,076 2,224,560 5
2002 38,930 2,335,800 next owner 6 1 D
2003 40,877 2,452,620 next owner owner retires 7 1 E
2004 42,921 2,575,260 8
2005 45,067 2,704,020 9
2006 47,320 2,839,200 10
2007 49,686 2,981,160 next owner 11 1 F
2008 52,170 3,130,200 next owner owner retires 12 1 G
2009 54,779 3,286,740 13
2010 57,518 3,451,080 14
2011 60,394 3,623,640 next owner 15 1 H
2012 63,414 3,804,840 16
2013 66,585 3,995,100 17
2014 69,914 4,194,840 18
2015 73,410 4,404,600 next owner 19 1 I
2016 77,081 4,624,860 20
2017 80,935 4,856,100 21
2018 84,982 5,098,920 22
2019 89,231 5,353,860 next 2 owner retires 23 2 J, K
owners
Total additional owners 8
Let us now assume that the new owners will buy their interest from the owner 
closest to retirement and the terms will be ten years at 8 percent interest. The value 
of the firm will be estimated at 80 percent of a year’s gross fees. This method and 
the alternatives to it will be discussed in chapter 5. Exhibit 1-4 provides calcula­
tions to compare projected buy-in cost to projected profit distributions to determine 
the financial feasibility of the succession plan.
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2002 $2,335,800 $420,444 20 A D $373,728 $55,696 $84,089
2003 2,452,620 441,472 20 A E 392,419 58,482 88,294
2007 2,981,160 536,609 15 B F 357,739 53,314 80,491
2008 3,130,200 563,436 15 B G 375,624 55,979 84,515
2011 3,623,640 652,255 10 C H 289,891 43,202 65,226
2015 4,404,600 792,828 10 C I 352,368 52,513 79,283
2019 5,353,860 963,695 5 C J 214,154 31,915 48,185
2019 5,353,860 963,695 5 C K 214,154 31,915 48,185
In this example, ownership transition is feasible, as shown above, if the plan can be 
met. The owners should be able to receive a fair price for their interest and the new 
owners will get a reasonable return on their investment. Since staff become owners 
after twelve years, the balance of the new owners is not even in public accounting 
at this time. The whole premise of the plan is that there will continue to be growth 
in the firm. Since the growth is expressed in terms of hours, we are dealing with 
real growth and not inflation.
Location
One reason for a merger or acquisition is to expand the firm’s geographic coverage. 
The best way to get referrals in a community is to be part of the community. A 
quick way to be part of the community is through a merger or acquisition. If an 
acquisition is contemplated, there should be an owner who is willing to locate in 
that community and become a part of it. Satellite operations are essentially trans­
parent and the community of referrals will be quick to realize that you are not truly 
part of the community.
Quality Control Procedures
On occasion, small firms realize that their practice is growing faster than their 
ability to manage the quality aspects of the delivery of services. Rather than trying 
to establish procedures in the various areas, an owner may look to a firm with 
established procedures to merge with and provide the quality structure that a 
smaller operation finds difficult to develop.
In addition, the desire to maintain a competent and adequate organization, 
and to render services efficiently, puts a strain on the firm. If we are a single 
practitioner offering just tax services, for example, we can probably meet this 
obligation without any growth. However, if we are a single practitioner that 
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practices in areas of tax, auditing and management advisory services (MAS) 
we probably need to have assistance in meeting the demands of keeping up 
with changes in these areas. We may well decide that we need professional staff 
or co-owners.
Practice Development
Owners of a small practice may be faced with a dilemma of wanting to do more in 
the practice development area but not having the resources in either time or money 
to do so. They may see a real synergy in merging and gaining the ability to do more 
practice development themselves in addition to having a structured practice devel­
opment organization to help them and a staff to perform the additional work.
Escape Administrative Work
It is a rare CPA who entered the profession to become a manager of a service busi­
ness. More likely the goal was to become a practice owner and to serve clients in 
a tax, accounting, or auditing function. Sometimes CPAs become so successful in 
doing this that they find their time spent managing the firm they developed, a job 
they neither like nor want. These CPAs would be delighted to turn the administra­
tion over to someone else and concentrate their time on their clients. They may see 
a merger as an opportunity to do this. However, as mentioned previously, in many 
cases the total amount of owner administrative time per dollar of revenue tends to 
grow, overall, as the firm grows.
Reduce Work Level
Successful CPAs may find the demand such that they spend more time at the 
practice than is healthy and at a cost to their family lives. They may see a merger 
as a way to get out from under the burden of the job and reduce their workload.
In addition, they may wish to support the communities they are involved in 
and be good participating citizens. But work seems to consume them and any spare 
time goes to the family that deserves to have their attention. Thus, no time seems 
to be available.
Most CPA firms recognize that they need to require only a reasonable 
number of hours from the staff. I have heard of large law firms that require their 
staff attorneys to have 3,200 chargeable hours per year (over 60 hours per week). 
Although I know of no CPA firm that puts this type of indenture on their staff, one 
thing the profession is saddled with is the enormous demand for time and the 
inability to spread the workload throughout the year. One of the objectives of 
growth might be to obtain work that does not have busy season demands and, there­
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fore, allow better staffing and a more even workload for all. Thus, for example, 
audits of school districts or other types of clients with different fiscal years might 
be a viable target for growth.
Security of a Larger Organization
A small practitioner may feel at risk in that his or her family relies solely on the 
practitioner’s ability to produce revenue from client services. The practitioner may 
be concerned that the loss of a key client could be catastrophic and that such 
a client may be perceived as impeding his or her independence. One way to reduce 
these risks is to be part of a larger group. A merger may be attractive for this 
reason also.
Provide Additional Opportunity to Staff
The CPA may acknowledge the obligation to give the staff opportunity and encour­
agement to fulfill their ambitions and the obligation to provide an opportunity to 
earn an income that is commensurate with their ability, interest, and industry. Once 
your firm has professional staff, growth becomes an important issue. If you have 
competent staff, it is very likely they will be looking to grow in their duties and 
responsibilities and be compensated accordingly. If you do not grow, you will not 
be able to provide this opportunity and the staff will look elsewhere. The turnover 
will force you to continually recruit and train new staff.
Client referrals are a key to growth in any practice. Yet if your clients are 
always faced with staff unfamiliar with their account, they may not be comfortable 
in referring you to others. The lack of competent staff impairs the growth of 
the firm; this in turn limits the opportunities for career advancement for the staff; 
without opportunities the best staff leave and this impairs the ability to grow. This 
often becomes an unending cycle that can only be solved with sufficient growth 
to provide the staff with opportunities to increase their responsibilities and contri­
bution to the firm.
Settle Disputes Between Owners
One reason firms merge is that they cannot solve their own problems and they are 
looking for others to do it for them. In most circumstances this reason should be 
identified and the merger not undertaken. The headaches probably are not worth 
the potential rewards. However, with strong management the challenge may be 
worthwhile. One of the problems may be a disagreement within the owners group 
on the management or direction of the firm. Their solution is to spread the problem 
among more people. If a merger is undertaken under these circumstances, there 
must be an understanding of who will make the decisions and how parties who 
want to leave will be bought out.
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Replacing a Business Developer
Another reason for seeking a merger is the lack of growth. Sometimes a dominant 
owner retires and the owners who remain are primarily those who can maintain a 
client volume, but cannot produce new growth. This needs to be recognized in 
assessing the merger potential of the firm. If one of the merger firms can capitalize 
on the talents, then it may be an opportunity. However, most firms would agree that 
the ability to bring in business is the scarce resource, not the ability to service 
the accounts.
Earning Power
The CPA wants an opportunity to earn an income that is commensurate with his or 
her individual ability, interest, and industry. If one looks at the possible reasons for 
growth discussed to this point, some of the motivations may not lead to any addi­
tional revenue but perhaps to a better quality of life. On the other hand, if earnings 
are low due to lack of work, growth may be the answer. The owners in a firm have 
a financial stake beyond the fact that the firm provides them with a job. Like 
any business, there should be an appropriate return on investment. If, upon self­
examination, the conclusion is that the owners are not being fairly compensated 
due to leverage (the fact that there is too small a ratio of owners to staff), growth 
may be the answer.
Disadvantages of Mergers and Acquisitions
Mergers and acquisitions are not without a down side. The disadvantages of grow­
ing in this manner are discussed next.
There May Be Better Alternatives
Many firm’s statistics on practice growth indicate that, by far, the major significant 
source for growth within the firm is current clients. Other major sources include 
an expertise in a particular niche, and to a lesser degree contacts in the business 
community. Interestingly, the last and least productive of the three sources receives 
the most attention and dollars in many firms. If a firm is interested in growth, 
it should be giving clear signals to its existing clients that they are important. Exit 
discussions should focus on the client’s satisfaction with the work performed. The 
firm should also make it known that it is interested in new business and that any 
assistance that the client can offer would be appreciated. Let your clients know you 
are interested in talking to their trade groups or other sources of good contacts.
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Clients should be given other messages throughout the year that they are in your 
thoughts. For example, send personal notes on client newsletters or clip articles that 
pertain to them from periodicals. There is no better way to publicize the niche you 
serve than recommendations from your clients. One way to get broad coverage of 
your expertise is to speak at functions where clients of the type you serve attend. 
Trade groups are frequently looking for good speakers and they can be an excel­
lent source of new business. These two sources of growth are surprisingly 
cost-effective. They not only produce new clients, but also help retain your current 
clients. The cost of acquiring a practice will most likely be much higher. In addi­
tion, growth development from within eliminates the problem of assimilating a 
different culture and a different approach to a practice. Firms have been successful 
using either approach. Arthur Andersen, for example, concentrates on growth from 
within. On the other hand, Robert Israeloff has been very successful in growth from 
mergers and acquisitions.
Client Perception
Growth usually has a positive perception in the business community. If asked about 
a CPA firm and the comment is “Oh I know them, they are really growing,” the 
comment will usually be taken as a positive assessment of the firm. If there are two 
firms of about the same size merging, the clients can usually be convinced that the 
synergy involved will be to their benefit. Either there will be more expertise, more 
resources, or more efficient services offered. An acquisition may provide a more 
surprising result. Many medium-sized firms that acquire single practitioners feel 
that they can offer a greater variety of services more efficiently and that the clients 
of the smaller firm should be delighted. What is sometimes not thought about is 
that these clients always had the opportunity to go to you or a firm of similar size, 
but they chose the individual practitioner or smaller firm instead. They may now 
feel that, against their will, they are being thrown into a firm they did not choose. 
They may have preferred the small firm because of exclusive or very close contact 
with the owner. They may have chosen the small firm because of a perception that 
the billing rates are higher with larger firms. They may well have to be convinced 
that they should stay and at least give the new organization a chance. I know of one 
small firm being acquired by a large local firm where, to facilitate the transition, 
the owner of the acquired firm agreed to stay for a year. At the end of the busy 
season, one of the fairly substantial clients called the old owner and stated that they 
felt a great deal of loyalty to him, but that they could not tolerate the billing rates 
of the new firm. The owner investigated and found that, in fact, some of the billing 
rates were higher per hour, but that for the same level of service (using various lev­
els of staff), the client was billed less by the new firm than he had been charged in 
prior years. Fortunately the client stayed. However, some clients would have left 
without giving the new firm the ability to defend its fees.
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Staff Perception
The staff of the surviving or larger firm is more apt to be positive about a merger 
than the smaller firm. In this era of consolidations that are followed by downsizing, 
any change is apt to produce insecurities. However, apprehension can usually be 
defused if the firm can show that the move will reduce the top-heaviness of the firm 
and therefore, the firm will have more room for promotions. There will be serious 
concerns, but good management should be able to give assurances where assur­
ances are warranted.
Staff Retention
There are two retention issues in an acquisition or merger. The first is client reten­
tion and the issue was discussed briefly above and will be dealt with in more detail 
in chapter 4.
The other issue is staff retention. In an acquisition, we are faced with a 
dilemma. On the one hand, if we hear that the retiring owner has effectively dele­
gated most of the work to the staff, the issue of the clients being upset when the 
owner leaves is minimized. However, a new concern develops. What is to prevent 
the staff from leaving with the clients? This issue can also exist in some mergers. 
Thus, you have to be concerned with retention of the clients and the staff. 
Protection against staff leaving with the client may have to be part of the agreement 
or a high risk of loss of fees may have to be considered. The issue of staff retention 
is also addressed in chapter 4.
Owner’s Administrative Time
I know of individual practitioners who have a particular niche and practice with 
paraprofessional and clerical help. They are happy doing what they like to do. They 
are also profitable and are responsible primarily to themselves. They have no desire 
to expand, and growth is not a necessity to them. They are perfectly content with 
the status quo.
On the other hand, I know managing partners of large local and regional 
firms that somehow find themselves doing very little of the professional work that 
they previously enjoyed and instead spend a majority of their time managing their 
firms. Some would be eager to trade places with the individual practitioners 
described above. The fact is, with growth, the owners group will wind up with more 




Identifying the Target Firms
A CPA firm was looking to expand its geographic area into another city. At the 
same time, it wanted to provide room for advancement for its managers and senior 
staff. The preliminary profile was either an acquisition of a retiring practitioner in 
the city or a merger with a practice where one of the owners was retiring. A list of 
firms was developed and the firm considered the owners that would be coming into 
the firm. The best potential candidate was identified and the deal was made. The 
acquired firm had only two owners with one retiring. The firm that made the acqui­
sition had seven owners and a proportionately high volume; however, the new 
acquired office became the larger of the two within a few years. The talents of the 
merged-in owner were identified and, with increased staff availability, he was able 
to expand the practice dramatically. This chapter discusses the procedures used to 
identify potential candidates for merger or acquisition and the merger process.
Preliminary Identification
The first step is to screen the firms that meet your objective. Depending on each 
firm’s internal resources, there are a number of alternatives to consider.
In-House Research
In most geographic areas, the task of identifying all the practice units is not an 
impossible task. From this list, preliminary information gathering can be assigned 
to the individuals in the firm. Your firm’s own networking in many cases will be 
sufficient to identify potential candidates. If the number of practice units is too 
large, or for other reasons you do not wish to do this on your own, you should be 
able to engage a market research firm to gather the information for you.
Lack of adequate planning for succession may be an opportunity for those 
firms on the lookout for an acquisition candidate. Sometimes the senior owners in 
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the firm hold onto such an overwhelming percentage of the firm that the cost of 
their retirement becomes prohibitive. Many firms merge upstream into larger firms 
for this reason. If there are owners retiring, and the firm had a reasonable owner- 
to-chargeable-hour ratio, this provides an opportunity for more promotions to 
owner. In addition, the retiring owners should be receptive to a reasonable buyout 
that will afford the firm the opportunity to acquire the clients with little risk. In 
many cases, I have seen a firm acquired, in circumstances like this, on a basis 
of client retention where almost all the risk of retaining the client is borne by the 
selling owner. The deal can be structured such that if the clients are retained, both 
parties can benefit from the deal.
Another way to take advantage of a lack of a succession plan is the acqui­
sition of the individual practitioner. It may be that a CPA prefers to practice as 
a sole practitioner and not have the administrative burden of other owners and 
professional staff. Of course, one of the risks involved in a practice of this nature 
is a sudden unexpected disability or death. Practices tend to dissolve quickly and if 
the practice is in the hands of an executor the clients may be gone. One avenue to 
pursue in the acquisition of these practices is to approach the individual practi­
tioner with the concept of a continuation agreement. The agreement will call for 
your firm to step in if the practitioner cannot work. The work would be done at your 
normal rates. Should the practitioner be able to resume work in a reasonable period 
of time, your firm would agree not to accept any of the clients for a period of time 
after the practitioner resumes the practice. On the other hand, if the practitioner 
cannot return, the clients were handled right from the start, and the potential for 
retaining them is much better. The agreement would set a fee, based upon the 
clients retained by the firm, to be paid over time. Sometimes these agreements also 
offer the practitioner an opportunity to call upon the overall resources of the firm 
while still in active practice and can lead to the acquisition on a normal retirement 
as well.
Professional Involvement
If the geographic area that you are interested in is wider than your knowledge of 
other firms in the area, professional activities and contacts can be of some assis­
tance. Local chapters of CPAs sometimes have management of an accounting 
practice (MAP) meetings that can be used both to get the word out of what you are 
interested in and also may bring you into contact with prospective sellers.
CPE
Individuals interested in selling their practice may attend continuing professional 
education (CPE) on the topic of valuing a professional practice. Attendance at 
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such meetings may help you meet someone who is interested in selling his or her 
practice. In addition, if you are interested in looking for a particular practice area 
enhancement, attendance at CPE in an appropriate related topic may lead to contacts.
Advertising
In the early 1980s Pannell Kerr Forster ran advertisements stating that it was inter­
ested in merging. It stated its practice philosophy, what it looked for in a merger 
candidate, and the reason it was looking to merge. The state society publications 
and the Journal of Accountancy are logical places to advertise if personal contacts 
do not yield results and you feel that you have not reached potential candidates 
within the geographic area you wish to consider.
Consultants to CPAs
There are consultants who specialize in CPA practices. CPAs are their client base 
and they strive to keep up with the issues within the firms they service. They also 
consult specifically on merger and acquisition issues. These consultants can be an 
excellent source of finding firms that meet your objective.
Business Brokers
Qualified business brokers may have knowledge of practitioners ready to retire and 
can help in locating a seller. They will work either as representatives of the seller 
or as your representative in actively seeking a candidate that fits your profile. The 
fee is paid by the party retaining the broker. If you retain a broker you may be 
expected to pay the fee on an exclusive basis; that is, you will be liable for the fee 
if a practice you acquire is found, regardless of the source of finding the practice. 
This protects the broker from doing a great deal of work and then having a prac­
tice approach you directly in an attempt to avoid a fee.
Care should be taken to assure yourself that the broker is knowledge­
able about the nature of CPA practices and has experience in negotiations and 
valuation issues.
Direct Solicitation
You may be able to partially screen firms based upon your merger objectives and 
using lists such as society memberships or divisions of firm memberships. If the 
situation is such that you are unable to narrow the list to a number that can be per­
sonally contacted, a letter to the firm stating your interests would not be 
inappropriate and may produce results.
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Comparing the Potential Candidates to the Firm
At some point you will have to gather enough information to eliminate some firms 
and be able to put the remainder in a prioritized grouping. At this time, if you have 
not already done so, you will have to initiate contact with the firms to specifically 
let them know that you are interested in discussing the advantages of a combina­
tion. Initial contact may be made by the two managing partners or two partners 
who know each other. In many instances, this comparison stage can be conducted 
rather informally without a great deal of full ownership participation.
Developing a Firm Package
Before you approach the other firm you should have already developed a presenta­
tion package that provides information about your firm. When you approach the 
other firm there will be concerns as to why your firm should be the one for them to 
consider even if the concept is attractive to them. Having a package already devel­
oped that will give them information on your firm and the advantages of pursuing 
a deal will show them that you are serious and also that you plan ahead and have a 
thought-out approach. The time spent will have to be spent anyway, if a deal is to 
be developed, and the early timing of this effort has significant advantages.
The actual items presented will, to some extent, depend on the objectives 
and how well the firm knows the candidates. Some items that may be considered 
in the package include:
• Firm profile (see chapter 3, table 3-1)
• Resumes of all the owners and key staff
• Breakdown of the firm by volume for each service area
• Breakdown of the firm by geographic area
• Analysis of the percentage of fees the largest clients represent, without identi­
fying the clients
• Long-term goals of the firm
Financial Characteristics
It is important to compare the various financial characteristics of the two firms. 
Even though you will explore these characteristics in greater detail at a later stage, 
a preliminary comparison is appropriate early in the process. This will help you 
determine whether the initial identification of the firm attributes is valid and 
whether there are issues that will make the transaction difficult and need to be 
resolved before proceeding.
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Productivity
One of the statistics used in the comparison may be productivity or utilization of 
the staff. This can be expressed in total chargeable hours per full-time equivalent 
(FTE) per category and as a percentage of the total hours worked. It is also worth­
while to track the nonchargeable hours by categories. Examples of categories are 
professional development, practice development, and promotion, along with holi­
days, vacation, sick time, personal time, and general office time.
Leverage
The mix of owners to non-owners is called leverage. Leverage may be measured in 
the ratio of all staff to owners or professional staff to owners. Most successful firms 
have a high degree of leverage unless they have a specialty practice that compen­
sates a lower leverage with a high billing rate.
Billing Rates
The average billing rate of the firm is usually determined by taking the annual stan­
dard fees generated by the firm and dividing by the annual chargeable hours.
Realization
The average billing rate of the firm is not of any use if the firm cannot bill the 
standard time to the clients. Therefore, the amount of standard that is billed is 
calculated. This is called the realization and is determined by dividing net fees after 
writeups and writedowns by the standard fees.
Effective Billing Rate
The effective billing rate is the actual average billing rate that was billed to the 
clients. It is determined by multiplying the average billing rate by the realization rate.
Profitability
If the firm is successful in keeping its leverage, utilization, and effective billing rate 
high, then the profitability will probably also be high. Overhead is a factor but in 
most firms not the most important issue in the management of the practice and the 
comparison of firms for mergers and acquisitions.
Overall profitability can be expressed in three different manners. The most 
common is the profit per owner before any owner compensation. This statistic 
provides a measure of comparison against various other firms through surveys such 
as the Texas Society published in the AICPA Management of an Accounting 
Practice Handbook.
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Another method is to divide compensation to owners into its components of 
compensation, the portion earned by the efforts of the owner and the portion that 
represents a return on investment. The portion that represents the efforts of the 
owners is then added to the expenses. This provides a better picture of actual oper­
ating profits of the firm and eliminates distortions in comparing firms with a high 
concentration of owners with those with a low concentration of owners. This has 
advantages but is best left to later stages of the discussions since it is complex.
Staff Compensation, Benefits, and Billing Rate Multiples
Another financial analysis that should be considered is the financial impact of the 
merger or acquisition on compensation. When analyzing the staff and their com­
pensation one needs to examine the qualifications of the staff and the titles that are 
used. In one firm, a manager may be functioning as a junior partner while in 
another the manager’s responsibilities may be more of a supervisor. If the firm’s 
compensation of staff is significantly different in the same marketplace, there may 
be problems in maintaining profitability for the portion of the practice that has had 
the lower compensation as the staff integrate billing rates will rise and may not be 
able to be billed. In addition, it may also indicate that the quality of the staff may 
not be equal. The firm may have to address significant staff turnover, recruiting, 
and training costs. On the other hand, if there is anticipated turnover and the cur­
rent remaining staff can move up and handle the additional client load the staffing 
may present a positive side.
Employee benefits will have to be examined to see if the candidate firm will 
have increased costs in an effort to standardize benefits or whether there will be 
unhappy staff suffering a reduction in benefits.
Billing-rate multiples address the issue of profitability and client retention. 
The firm can easily compare multiples used and industry standards. However, if the 
multiples between the two firms are materially different, two possibilities occur. 
First, the firm increases the multiple to the higher of the two. Client standard costs 
are now higher and there is pressure for higher fees. This can seriously increase the 
risk of clients leaving. On the other hand, if the staff is capable of performing 
higher functions, then billing pressure can be mitigated by simply modifying the 
staff mix on the job. Still, the clients may have concerns with this also. The client 
may perceive that the new mix is a reduction in the service they have been receiv­
ing, as less experienced staff take over duties that have been performed by more 
experienced staff in the past. Thus, the issue of compensation and billing rate 
inequities may have a direct impact on the future indicators of profitability but 
may also increase the risk of client loss. This is a significant issue to consider when 
analyzing the candidate firm. These issues can be addressed in the valuation 
process but at this stage a determination needs to be made as to whether the prob­
lem is worth solving.
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Client Service
One of the reasons for coming together may be the type of services performed by 
the other firm. It may be that they perform services that, when coupled with your 
client base or referral sources, will provide additional growth to the new firm.
The other service-related reason for the merger may be to strengthen 
an existing service aspect of the practice. Perhaps, with the new firm, a certain 
practice area will be dominated by your firm in your market area. However, even if 
this seems to be a fit, the balance of the firm profile should still be examined.
Each firm should have a profile of each client that indicates the type of 
services performed, the volume of fees, the quality of the client in respect to abil­
ity to work with and referrals made, and the retention risk. The service areas should 
be listed both as a percentage and as actual firm volume. If the firm has special 
circumstances with any clients, such as not billing or billing substantially less than 
standard, the situation should be discussed and a preliminary decision made as to 
whether this policy would continue with the new firm.
Synergies of the combination should be identified to see if the combination 
can be a win-win situation.
Staffing Requirements
If you have completed your succession plan, you know how your firm’s plan 
matches its current staffing. The consequences of merging additional staff can have 
a significant impact on the succession plan. If the other firm has more senior staff, 
in some cases it will be welcomed and the best of the staff will evolve as owners. 
In other cases, a staff of permanent seniors may be viewed as clogging up the suc­
cession line and blocking younger staff from progressing to the experience they 
need to develop. Often a firm is looking to merge to solve a problem within the 
firm. If the problem is lack of growth and the resulting stagnation and top heavi­
ness of the firm, the merger could have a negative impact on your staff or may 
answer your needs for experienced staff to replace retiring owners. You should con­
sider your philosophy on staff retention and judge whether the new firm will be 
able to adapt to current philosophy.
Work Ethic
The utilization statistic of chargeable hours per person should be examined along 
with the average total hours per person to determine if the work philosophies of the 
firms are comparable.
For example, some firms, maintaining that utilization is one of the keys to 
a profitable practice, have chargeable hour requirements for their staff that require 
long busy season hours and perhaps overtime on a year-round basis. They may feel 
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that one of the strengths of their firm is its high productivity. Other firms may feel 
that they do not wish to have their owner profitability driven by policies that bum 
out their staff. They want to have flexibility within the firm’s time requirements and 
understand the staff needs for outside commitments. They may feel that one of the 
strengths of their firm is the positive treatment of their staff and a relatively low 
demand for chargeable and total hours.
Obviously firms with such vastly opposing philosophies will have difficulty 
merging. An acquisition may be possible, but if the remaining firm is the one with 
the high hour requirements, a significant effort will have to be made to change the 
culture of the acquired firm, or accept a high turnover.
Although many firms are not at either extreme in this matter, early consid­
eration of this issue is a valid way to eliminate unsuitable candidates.
Owner or Staff Outside Business Activities
Firms may have different policies in allowing their owners or staff to be involved 
with outside business activities. There may be a need to define the extent of accept­
able outside commitments and passive versus active interests.
Independence
Owners and managers should fill out an independence questionnaire for the com­
bined firm to identify any independence problems that develop because of the 
combination. The normal firm independence questionnaire can be used but needs 
to be answered with respect to the other firm’s clients.
Technical Expertise
Along with the consideration of the service profile of the future firm there should 
be an assessment of the staffing expertise in the areas to be serviced. Consideration 
can then be made of any potential staffing problems from this issue.
Although the services are primarily a combination of what each firm had 
been doing with their existing staff, it is possible that if each of the firms were weak 
in the same staff service area, the combination could exacerbate the problem.
Staff Training
The CPE policies of the firm need to be discussed. This should include the manner 
of acquiring CPE, from in-house seminars to outside sources, to the amount of CPE 
provided staff and owners on an annual basis.
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Staff Performance
As the deliberations of the firms progress, staff performance should be looked at 
in greater detail. A list of the staff, their supervisory experience, technical perfor­
mance, public accounting and specialized knowledge, education, and compensa­
tion should be considered to get a preliminary staffing profile of the new firm. This 





After the initial comparisons have resulted in a mutual willingness and interest in 
proceeding, more structured discussion procedures need to be considered.
In many cases the owners of the firms will already have met. If the owners 
of the firms are not personally known to each other, then the owners of the firm 
seeking the combination should make efforts to remedy the situation. Review atten­
dance at professional meetings, CPE, or community events for potential 
opportunities to meet. This will give you an idea of what the owner is like outside 
the office itself. It may also make the initial business contact easier.
Some arrangement, a lunch or other opportunity to meet outside the office 
in a private setting, should be suggested. This will give you the opportunity to 
explain why the other firm attracts you, and how you would like to pursue an idea 
that would benefit all involved. You should be willing to let the owner talk freely 
to the other firm owners and staff about whether there should be some discussions. 
There is little downside to making it known that you are looking at the firm, and if 
word does travel you may be surprised when other firms contact you and ask if you 
are looking for candidates.
If a merger is going to be explored, you will need to make a number of 
logistical decisions as well as certain sensitive decisions. The next section will 
discuss what should be discussed in the first series of meetings.
Logistical Decisions
For the meetings to go forward efficiently, some logistics need to be decided upon.
Confidentiality
Although there is not much hope in keeping discussions quiet long from the firm 
grapevine, there should be the ability to make firm information confidential until 
there is a determination that the discussions should proceed beyond the preliminary 
stages.
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Firm Spokesperson
At some point there needs to be a meeting of all the owners with an extensive 
merger plan agenda. Ideally, this meeting will take the form of an owner retreat, 
away from the office for two or more days. Rather than tie all the owners up in 
preliminary discussions, each firm should designate one or two people to attend 
the discussions.
Location and Frequency of the Meeting
There is no doubt that great care should go into a merger and the parties should 
have the opportunity to get to know each other in the courtship period. However, 
the discussion period should not wander aimlessly. There can be expectations set 
up for the length of the preliminary meetings and a rough timetable for further 
efforts. In my experience, with the mergers of CPA firms and medical practices, the 
timetable should not run more than one year. The advantage of setting up a time­
table in advance is that any procrastination and reluctance to commit is identified 
early in the process. Then the problem is remedied or the talks may be terminated 
—with less time wasted by all.
Developing a Preliminary Profile
Chapter 1 discussed the reasons for a firm to consider a merger or acquisition. 
Before you set out to find the appropriate firms, your reasons for a merger, such as 
developing a niche or expanding service or geographic areas, should already be 
identified. The firm should develop a profile of where it is now, a profile of the firm 
it is considering and how the combination will change the profile, and decide if it 
is a step in the attainment of its goals. Care should be taken to convert the other 
firm personnel to titles that are comparable for similar people in your firm. Table 
3-1 provides a basis for developing a firm profile.
Niche Adjustments
When considering the average hours of an owner, the existence of niches and the 
impact they have on total supervised hours must be recognized. When considering 
the niche and deciding upon its viability, a look at the firm structure may be 
needed. For example, let us say that a typical owner in a firm controls approxi­
mately 10,000 billable hours with an average rate of approximately $60 per hour. 
The firm uses a standard rate of three times the hourly wage cost. Thus, the 
standard gross fees are approximately $600,000 per owner. Let’s also assume a 
90 percent realization of standard fees, overhead at about 35 percent of fees, fringes 
at 20 percent of wages, and staffing of one senior, one in charge, and three staff 
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Owner 1,400 1 1,400 $ 70,000 $100 $140,000
Senior 1,600 1 1,600 60,000 85 136,000















The firm may have decided that 10,000 chargeable hours is the criterion it will use 
to determine how many owners the firm can support. However, a niche may have 
less leverage, but higher billing rates. The niche owner may contribute the same 
amount to the firm with fewer total firm billable hours. Assume that the specialty 
area can be billed at over four times cost, but less leverage is involved. Then the 
practice owner in this area only controls 4,500 hours, but generates more income.















Owner 1,400 1 1,400 $ 80,000 $175 $245,000
Senior 1,600 1 1,600 60,000 130 208,000
In charge 1,500 1 1,500 45,000 90 135,000
Total 4,500 $185,000 $588,000





Net income $130,800 
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Note that in the example shown in exhibit 3-2, the niche owner compensation is at 
a higher level than the other practice owner since he can bill at a higher rate. 
Whether or not the higher salary is justified depends upon how the results compare 
with the other practice owners within the firm. You can use table 3-2 for your evalu­
ation. An explanation of owner compensation for these types of calculations is 
found in chapter 7.





























There are sensitive decisions that can only be identified by the practices during 
initial meetings. The ultimate factor in what is a sensitive decision is the percep­
tions of the owners. In some negotiations, the factors listed below are not an issue; 
in others, they are deal-breakers. The goal is to identify the deal-breakers and get 
them resolved before a lengthy process of dealing with less important issues.
Firm Name
Strange as it may seem, one of the most difficult decisions may be the firm name. 
There is a great deal of ego involved in this decision and there may as well be a dis­
cussion up-front on where this issue is going. Firms have been known not to merge 
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because of it and there is no use wasting everyone’s time if this cannot be over­
come. I consider myself fortunate to have spent my career with a firm that had one 
name and that name was of an owner who retired before I came to the firm. 
I give the owners who succeeded him a great deal of credit in eliminating future 
problems by continuing the firm with just his name.
Management Team
The decision on who will run the firm and who will be in charge of the various 
departments is often possible to determine in the beginning of the discussions. Who 
will be the managing partner, whether there will be an executive committee, and 
how it will be staffed are very important issues in many situations. It is also 
necessary to decide what the power of these positions will be and when the total 
ownership group will be consulted. It has been my experience that owners typically 
do not want to be involved unless they disagree with a decision. There needs to be 
a clear definition of authority—too little, and the firm will be run inefficiently; too 
much, and the owners will feel disenfranchised.
Office Locations
There normally is no reason why the location of the offices cannot be decided upon 
early in the discussions. The inconvenience of moving, the perception of the 
clients, and the philosophy of downtown and suburban locations may all be factors 
that need to be considered.
Owner Compensation Plans
One point of interest to most of the owners will be the effect of the combination on 
the individual owner’s compensation. The way compensation is to be determined 
and any exceptions in the owner group need to be discussed early.
There may be a decision within one firm owner group to protect an indi­
vidual from the effects of a different compensation program. This issue may need 
to be discussed within that group and an early consideration of the general plan will 
allow for the time. I have seen a practice merge with one senior partner no longer 
working as hard as the rest of the group. His practice group agreed to guarantee 
him as much salary as he had been making even if the performance criteria of the 
new firm came to less money. The balance of the owners in the old practice group 
would reduce their earnings proportionately to make up the difference.
Interestingly, compensation based upon productivity can be as satisfying to 
the low productive owners as to the high productive owners. The high productive 
owners may get quite motivated by the fact that their compensation is rewarded 
based upon the recognition of their productivity. This may be as a result of the 
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recognition that it generates in the owner group as the actual dollars involved. 
Being recognized as one of the top producers is a recognition of the person’s 
accomplishments. I think most CPAs agree that their ownership group does not 
spend a great deal of time stroking their fellow owners on their accomplishments 
and this is a method to recognize the effort. On the other hand, there may be other 
owners whose personal circumstances drive them towards more time off and less 
productivity than some of their fellow owners. If their contribution is still worth­
while, the fact that they will not feel that they will be rewarded as equally as if they 
were contributing at a higher level is an advantage. I know of a senior partner in a 
firm that wanted to take an extended vacation and tour the country with his wife 
and children. He wanted to take a great deal of a summer off before his children 
graduated from college and left the fold. He felt much more comfortable enjoying 
this time with his family knowing that his proportionate share of firm profits would 
be reduced that year due to the time off he was taking and that it would not be a 
financial burden to the other owners.
Retirement Benefits
A quick picture of the retirement situation in both firms is important. Since many 
firms are seeking a merger to solve retirement problems, the expectations of what 
retirements are expected in the short term and expected benefits is essential. There 
may be a significant difference between firms in funded owner retirement. Some 
firms may have a funded retirement plan and provide that the owners only receive 
their capital account or their proportionate percentage of book value when they 
retire. Other firms may have senior owner expectations that include maintaining a 
lifestyle for the rest of their lives. The solution may lie between the two. There 
is no reason that the owners upon retirement cannot receive a fair value for their 
proportionate interest in the firm. However, this is based upon the premise that the 
owners were only receiving a fair value for their efforts during the active years. 
I once heard a prominent consultant to CPAs state that you should be able to get 
a fair return on your investment but you cannot expect to get it more than once. 
If your compensation during the practice years was higher than the productive 
value and a proportionate share of the earnings, then your capital account may be 
all that is due. On the other hand, if you have only received a fair return on your 
effort and investment then a sale of your interest should be looked at like any other 
investment and the price determined based on normal business valuation theory.
Surprises
Both firms should be open about any skeletons in the closet. Nothing will be gained 
by delaying talks about pending litigation, potential loss of significant clients, or 
any other item that all owners would reasonably want to know up front.
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Other Considerations
Preliminary discussions can also start on a number of other issues. These are 
listed next.
Firm Stability
The stability of the firm is important. Any combination is a threat to stability and 
if the firm is already unstable the consequences can be a serious reduction in 
the value of the firm. An analysis should be made of turnover at the owner and 
manager levels, considering the circumstances and the consequences. Are there 
risks that clients and key staff will leave? Are the clients essentially in the hands of 
the non-owner employees? If so, are there any protections of these clients in 
employment agreements?
Owner Admission Standards
There are two sets of criteria for owner admission. One set deals with whether the 
person is ready to become an owner. It should have a clear definition of what the 
firm’s expectations are in terms of—
• Ability to generate income.
• Ability to relate with others in the firm.
• Shared values in running the firm.
• Professional accomplishments.
• Ability to bring in business.
• Administrative contribution.
The other set of criteria should deal with whether the firm is ready for another 
owner. One of the ways to do this is to define how many chargeable hours overall 
it takes to support an owner. Niches may have a separate definition. If criteria are 
defined, then when the firm has accomplished or is about to reach a particular num­
ber threshold that allows for another owner, one can be selected. The selection 
choice should also consider the area of practice that needs the additional person. 
There needs to be agreement within the group as to what the standards will be.
Firm Management
If a firm is going to acquire another firm or be the dominant party to a merger there 
must be strong firm management in place. A successful merger or acquisition is not 
going to happen by itself. Existing problems will not go away. Remember when 
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computers first became popular. Clients with absolutely awful accounting systems 
were sold computers with the idea that the purchase of a computer would solve 
their problems. Of course the result was chaos in these circumstances. The same 
goes for mergers. If there is a problem, fix it! Do it before going ahead with a 
merger and acquisition plan. Becoming larger only magnifies problems. Strong, 
well organized management is absolutely necessary. If a firm is run by manage­
ment that essentially allows the firm to run on its own, and a great deal of time or 
attention is not spent on the management of the firm, the merger or acquisition is 
doomed. Staff are in a turmoil after a merger or acquisition. Everyone is wonder­
ing what the impact is going to be on them and their job. People are apt to become 
confused and frustrated if the communications are not good and the ongoing 
process is not explained to them. If the situation is not handled correctly, the staff 
will resist the change and the effectiveness of the change will be in jeopardy. The 
staff must feel confident with the firm management.
Within CPA firms, staff are assembled for a specific job and then are reas­
signed in different combinations for the next assignment. CPA firms were experts 
in project management before the term was used in the business environment. The 
very nature of client work means the assembly of personnel together for a job and 
then their splitting into other teams for different client jobs. Thus, the importance 
of being able to be part of a team is essential. For the staff from the predecessor 
firm, the rules and procedures of the team may be new to them. There must be clear 
communications on the approach taken on jobs, how objectives are defined and 
documented. There must be an effort to identify problem areas or conflicts quickly, 
as they develop, and remedy the situation as soon as possible. Honest, quick 
reactions will help build trust in the organization and will help assist in the team­
building process. This will only happen if management is focused and sends a clear 
message that these issues are of significant importance to the firm.
Two important non-quantitative areas that should be considered are the 
future goals of the owners as expressed in their firm goals and their management 
style. Some consultants caution that you spend more time at the office than you do 
at home and that the future joining of the owners should be looked at to determine 
if they will be able to live well together. Is this a group that you would be proud to 
introduce to your important clients? Will you enjoy being with them at the firm 
retreats and owner meetings throughout the year?
The tolerance to risk of each group should also be explored. If the firm has 
expectations of growing by additional mergers, developing specialty areas, and 
other aggressive methods, some will fail. The owners should understand the risks 
that will be undertaken and be comfortable with the activities anticipated.
Some firms require physicals before any new owner is admitted. This may 
also be considered in a merger. In addition, the owners can be queried as to any 
existing problems any owners may have that can potentially affect their per­
formance. The owners’ reputation may be verified by outside sources such as other
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TABLE 3-3. Owner Analysis
Enter name of 
each owner ----- ►


















Volume of new 
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Volume of new 
business 
preceding year














CPAs, attorneys and bankers. Their good standing within the profession can be 
verified with society sources.
Do both groups bring business getters to the table or, again, is one party 
looking to solve its problems by the combination? Is there agreement on how to 
reward the owners on performance, such as business development and profitability 
management? The owner compensation formula should be worked out in advance 
with a clear understanding as to how the group will be compensated. This issue can 
destroy a successful merger if it is not handled properly. Table 3-3 provides a form 
for an analysis of the owners of the firm.
Firm Report Card
Robert Gallagher in his book, Merging Your CPA Firm: A Guide to Successful 
Acquisition or Sale of an Accounting Practice (Colorado Springs, CO: Shepard’s/ 
McGraw-Hill, Inc., 1988, page 91), suggests that you can score the candidate using 
the form shown in table 3-4.
TABLE 3-4. Merger and Acquisition Report Card
Considerations Yes No
1. Quality of partner earnings
2. Quality of personnel
3. Location—strategic
4. Nature of clientele (specialties)
5. Nature of services (MAS, strategic planning)
6. Fee structure
7. Hours managed by partner
8. Investment in office facilities and equipment
9. Quality of services (peer review)
10. Firm stability    —— ——
Excellent prospect— 7 to 10
Average prospect — 4 to 6




After the preliminary discussions are over, there are many issues left to be resolved. 
As a practical matter, the steps described here often do not occur in a distinct fash­
ion. As the preliminary discussions are progressing some of the topics found in this 
chapter may already be under examination. Whatever the timing, 
a thorough examination of the issues discussed in this chapter is necessary.
Firms differ in many aspects. These differences must be evaluated in deter­
mining the relative worth of the firms and as the firm looks ahead to being one 
homogeneous entity. There must be synergy in the transaction. Both parties must 
feel that they will be better off after the merger.
Merger discussions should be sufficiently long so that all issues can be con­
sidered and due diligence can be conducted in a thorough manner. Although most 
of the process should be delegated to a small group of owners, joint meetings with 
progress reports should be held. This will not only keep communications at a high 
level, but will also give the owners a chance to become familiar with each other. 
For a merger to work, there must be some degree of shared values and goals. These 
meetings can help assess whether this is in fact true. The merger must be shown to 
make economic sense to all owners. There must also be a demonstrated enthusiasm 
on the part of all parties to make the extra effort to make the merger work. 
Regardless of the long-term outcome, a merger will require a commitment of more 
time and effort by all parties. Transition to new procedures and formats should be 
done with a spirit of recognizing the need for conformity, rather than criticism of 
the predecessor procedures used.
In order to negotiate a value for the acquisition, many of the same criteria 
as for a merger must be looked at. The difference is that in an acquisition it is not 
the relative values that matter, only the value of the firm being acquired. For the 
acquiring firm, the value must be looked at two ways. The first matter is what the 
firm to be acquired is worth as a stand-alone entity. This should drive the value. 
However, it is also important to know what enhanced value the acquisition will 
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bring to the acquiring firm. This will determine whether the acquisition should take 
place from the acquiring firm’s viewpoint.
Firm Quality
If the owners were to list the factors in determining the quality of the firm, the list 
would probably include—
• The quality of the clients.
• The quality of the work performed.
• The quality of the staff.
Quality of the Clients
The attributes of a quality client include the probability of retention, ability to make 
standard or more, the influence the client has in its environment, the history of 
referring business to the firm, the expectation of providing new and additional ser­
vices, and perhaps the time of year the work needs to be done. A ranking can be 
done of the clients that reflects retention. A client with a long history of fairly con­
sistent fees has a high probability of continuing with the firm. Fiscally weak clients 
with a sporadic record of services would be projected with a lesser likelihood of 
future work. Special services would need to be evaluated based upon the overall 
consistency of the fee volume. For example, estate planning may be essentially a 
one-time task for an individual client, but the firm may have a history that shows 
that the fees generated from the work are quite reliable.
The percentage of standard that the firm will experience can be assessed 
from the view of the new firm procedures. If the billing rate structures and time 
estimates to do the work produce greater standard times than in the past, an esti­
mate of write-downs can be determined. If the work is done efficiently and billing 
rates are in order, there should be no need for any adjustments.
David Maister, in Managing The Professional Service Firm, states that 
firms may discover that 125 percent of their profits come from 80 percent of their 
engagements while the remaining 20 percent of the engagements reduce the profits 
by 25 percent {Managing The Professional Service Firm, New York: The Free 
Press, 1993, page 37). What would make this statistic worse would be to find that 
the engagements that lost money were paid for in an acquisition. For an acquisi­
tion, the key factors are the probability of retention and the ability to make standard 
under the quality controls and procedures of the new firm. Even a good client 
may experience some write-downs as new procedures are applied to its work. The 
ability to make standard should be assessed from the view of the new firm proce­
dures. If the billing rate structures and time estimates to do the work produce 
greater standard times than in the past, an estimate of write-downs can be deter­
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mined. If the work is done efficiently and billing rates are in order there should be 
no need for any adjustments.
New volume is a composite of many items, but if one firm has developed 
support from its clients and the clients refer frequently, while the other firm has not 
developed or earned this consideration in its client group, the new business should 
reflect the difference.
The time of year that the work needs to be performed for the clients is also 
important. It is rare for a CPA firm not to have significant variances in the time 
demand versus time available at different times of the year. A client that can help 
alleviate this problem is a valuable one to have. The ability to keep staff on charge­
able work will be enhanced and thus the productivity and profitability of the firm 
will rise.
Quality of the Work Performed
The merger inquiry procedures should include a review of the quality of the work 
performed. If one of the firms will need to alter the amount of work done on an 
engagement it probably can be anticipated that the fees will not be able to absorb 
the additional standard time. Therefore, preliminary decisions will have to be made 
as to whether to risk the retention of the clients (and who will bear the risk) or incur 
additional write-offs.
Quality of the Staff
The staff’s ability is an important ingredient to the merger. A well-trained staff that 
is technically capable of doing a good job is part of the value of the firm. If this is 
not the case, there will be additional costs to train staff members or to replace them 
with qualified staff. Replacement is not only costly in out-of-pocket expenses, but 
also increases the risk of client retention, since an additional element of change is 
being introduced to the client.
If either of the firms has been successful in adapting to the demands of 
the profession and reconciling them with the desires of certain individuals in the 
marketplace, it may have a flexible workforce that works the school year, is part- 
time except for the busy season, or works exclusively in the busy season. The 
ability to develop staffing that is more consistent with the demands of the firm will 
be reflected in a higher value by an increase in the productivity of the firm. This is 
the result of the average chargeable hours per full-time equivalent employee being 
higher and will therefore be reflected in greater utilization and profitability.
In an acquisition, the old owner will be gone and, depending on the circum­
stances, the client may have to accept a new owner before it has time to gain 
confidence in the relationship. On the other hand, there may be a strong relation­
ship with the staff. Therefore, the retention of the staff and the quality of the staff 
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becomes an even more important factor in an acquisition. It is probable that the 
acquisition was not done to acquire staff; however, even staff that may not be tech­
nically satisfactory to the new firm may have developed a loyal following with 
the clients. It is important to recognize the risk of the staff deciding to leave with a 
portion of the clients.
Determining the Relative Value of 
the Owners’ Interest
One of the factors that must be considered is the relative owners’ interest. It is 
not unusual for the owners to be compensated disproportionately to their owner­
ship in the firm. Firms that start with a group of owners going out together to form 
a firm or merge when each of them are single practitioners and relatively small may 
simply split the income of the firm equally. Firms that have a founding owner or 
senior owners and a number of junior owners may have the compensation dictated 
by the senior members. Other small firms may be effectively sharing space by earn­
ing what their clients produce in income after a charge for overhead. Unless the 
anticipated combination is of two very small firms, it is likely that the compensa­
tion plan will have to be based upon equity invested and individual performance for 
the year. It is important that all the owners see the system under which they are 
rewarded clearly from the start, and feel that it fairly measures their contribution. 
This is usually accomplished in one of two ways. First, units are assigned to each 
owner based on ownership, with additional units being given out for performance. 
Second, perhaps a better system, is when a return on equity is determined and the 
balance of the income is distributed based upon a measured set of accomplish­
ments. The accomplishments may be based on the hours worked, chargeable hours, 
the volume of work handled, the profitability of the work handled, new business 
brought in, growth in existing clients, practice development, professional contribu­
tions, civic activities, and contribution to the administration of the firm. In the latter 
system, all owners have an equal chance at being the highest performer and high­
est distributee, exclusive of the return on equity.
A determination needs to be made as to the future compensation. If one of 
the owners is to be paid a disproportionate amount the most common solution is to 
take this amount from the other owners in the same predecessor firm. Whether this 
should be done as part of the compensation agreements or the assignment of equity 
interest depends upon the buyout of the owners. If only the compensation while an 
active participant is at issue, the resolution can be through the compensation plan. 
However, if the buyout is also at issue then the ownership will have to be restruc­
tured. Firms merging sometimes continue the actual compensation of owners in the 
same manner as just before the merger with growth in earnings being divided under 
a new formula. If this is equitable to each merging firm as a whole, it is an issue 
for just the owners of the premerged firm.
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For example, assume that two firms are merging. One firm is to get 60 
percent of the equity in the new firm, it has three owners, and a point system is in 
use. The senior owner is billed out at a higher rate and receives a proportionately 
higher salary that the owners agree represents a fair compensation. However, the 
additional earnings are distributed based upon points earned over the years and the 
buyout is based upon three times the average of the three years’ highest salaries. 
Owner 1 has half the points and the remainder are equally divided between owners 
2 and 3. Exhibit 4-1 illustrates the calculation.
EXHIBIT 4-1. Owners Share of Equity
1 2 3
Compensation 80,000 70,000 70,000
Additional distribution 130,000 65,000 65,000
Total 210,000 135,000 135,000
Buyout 630,000 405,000 405,000
Although the total value of the buyouts, $1,440,000, may be within an acceptable 
range for the firm, there is clearly not an equal amount of ownership among the 
three owners. In this case owner 1 might receive 44 percent of the stock distributed 
(630,000/1,440,000), 26 percent of the new company (.44 X .60) and the other 
two 28 percent of the 60 percent distributed, or 17 percent of the new company 
each. In addition, owners 2 and 3 will have to agree to subsidize the compensa­
tion of owner 1 by agreeing to take an equal share of the excess earnings out of 
their distributions.
Determining Retirement Credits of the Owners
In addition to the ownership accounts discussed above there must be consideration 
of past experience for retirement plans. Credits for past experience need to be 
agreed upon. If one firm has a funded retirement buyout provision and the other 
does not, a significant adjustment may be necessary.
Transition in an Acquisition
Clearly, to be a success, the most important consideration in an acquisition is plan­
ning the transition. There is a trade-off between factors. On the one hand, a slow 
transfer of the clients, where they get comfortable with the new contact people 
while still being able to talk to the old owners, is best for client retention. On the 
other hand, this slow type of transition can be costly in terms of time and money. 
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The clients will not be able to bear the cost of duplicate people. Therefore, either 
the old owners or the new will have to absorb the duplication. In addition, the old 
owners will not be familiar with the new firm’s procedures. In a long transition, if 
the old owners are to contribute they must be trained in the new firm ways. A retir­
ing owner may not only lack the inclination to do so; he or she may be resistant to 
any changes, convinced that the old ways are just as good if not better. If this view 
comes across to the clients, the transition can be in jeopardy. Consequently, the 
extent of the transition, the role of the parties, and who is in control must all be 
clearly defined in advance.
Sometimes the old owner takes a defensive attitude towards the procedures 
that were in place and does not see the need to change. It should be made clear to 
the owner that a successful transition depends on his or her supporting the changes. 
They are just the way the firm will be doing things and do not indicate that the old 
ways were wrong. At the same time, the staff and owners of the new firm should 
not be outwardly critical of the old procedures. If one is to pursue acquisitions, 
there should be safeguards on retention. The firm acquiring the other firm must 
have a strong organization that can efficiently and effectively absorb the clients and 
staff into the firm.
Retention
Acquisitions may have a high risk in client retention. Ideally, for transition pur­
poses the acquisition is a temporary merger. Therefore, the clients have an 
opportunity to feel comfortable with the new contacts during a time period where 
the old owner is still visible. Therefore, most of the concerns of mergers still apply. 
If the retiring owner will be around for a transition period, he or she must let go of 
control and be supportive of the changes.
One of the most important considerations in a merger or acquisition is 
client retention. Careful planning can lead to a minimization of client fallout. On 
the other hand, a lack of consideration of client reactions can be disastrous.
Effect of Relative Size on Retention Issues
Clients will have mixed views about the fact that they are now being serviced by a 
larger firm. Some will be happy and some may have even been entertaining 
thoughts of leaving because they were outgrowing the firm. They can now be 
assured that more services will be available and that overall service should 
increase.
On the other hand, there will be many clients that are concerned with the 
fact that the firm is bigger. They will be looking for negative signs of being with a 
larger firm, such as more regimented rules or changes in the personnel, policies, or 
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procedures. If the clients looked to the owner of the firm that serviced the account 
as their major contact and source of satisfaction with the firm, and if there are 
no changes in the owner or senior staff servicing them, they will be relatively 
indifferent to the new organization.
Handling the Firm’s Clients
Regardless of the potential reaction of the clients to the size issue, the most impor­
tant thing is to have the clients know that their feelings are an important part of the 
transaction. At a time when the transaction is likely to take place, the owner who 
has been the primary contact person should visit the client and explain that the 
transaction is imminent and why it will be an advantage to the client. If the new 
firm will be handling a client’s competitors, confidentiality should be emphasized. 
Although most clients look for expertise in their industry from their CPAs, there 
is also the concern that information about them may reach their competitors. If 
they do not wish the same staff that services them to service their competitors 
their wishes should be respected. Nonetheless, they should be made aware that by 
handling a larger number of firms in their industry, your firm will gain more knowl­
edge of the industry and a greater ability to provide management advisory services 
to them.
The clients should be evaluated by their importance to the firm in terms of 
volume, source of clients, and reputation in the industry or the community. After 
the relative importance of each of the clients is assessed, a plan of client retention 
should be developed to insure minimum loss from the transaction.
If the transaction is an acquisition and the old owners will be leaving the 
firm, there needs to be an immediate plan for client retention. Ideally, there will be 
sufficient transition time for a plan to be implemented. The successor owner-in- 
charge should be designated immediately. A client profile should be developed that 
includes the client history, billing history, other professional relationships, sug­
gested future services, senior staff (current and assigned), and a specific estimate 
of future needs of the client. There should be a meeting of the client, the old owner, 
and the new owner to make introductions and schedule the transition. The old 
owner should use this opportunity to express his confidence in the qualifications 
and expertise of the new owner. The old owner should request that the client give 
the new firm a chance to demonstrate its ability. A promise not to increase fees for 
one year should be considered. After the new owner has had an opportunity to pro­
vide some services, the old owner should meet alone with the client to get feedback 
on the client’s opinion of the new owner and how the transition is going. Despite 
the temptation of being flattered by being told that there is no one like you, this 
meeting should be to again bolster the new owner and to see if any potential prob­
lems can be nipped in the bud. Finally, the old owner should write a personal letter 
to the client expressing appreciation of the opportunity to service and know the 
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client, hope that the relationship will continue with the new owner, and confidence 
in the new owner. If the client is a long-time client of the owner, the prime contact 
may also be approaching retirement. In this case, it is important that a relationship 
be developed with the next generation of owners, if they are apparent in the family 
or organization. Many clients have been lost because the younger people have been 
ignored and some other CPA has cultivated them as potential business sources of 
the future. Before retiring, there should be some sort of gathering with the key 
clients of the retiring owner, the new owners, and the key staff in the firm in recog­
nition of the old owner and his or her contributions. The client transition plan sheet 
should include anticipated timing of meetings with the client, client feedback, and 
final transfer. The personal letter from the exiting owner should also be scheduled. 
Table 4-1 provides a checklist.
TABLE 4-1. Individual Client Transition Plan
Client name
Client number
Years as a client
Owner or primary contact
Age








Feedback session with client
Review session with new owner
Anticipated letter date
New owner assigned
Senior staff in the past
Senior staff assigned
Type of services provided
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Staff Retention
Retention is not only a client matter. The staff must also be considered. The firm 
needs to make an evaluation of the staff, their technical ability, the quality of their 
work and their ability to work with the new team. They need to be shown how the 
acquisition gives them better training and support and better opportunities for 
advancement. If the firm has undertaken previous acquisitions, successful staff 
from previously acquired firms can talk to them about their experiences and 
suggest ways to make their transition as smooth as possible. Every effort should 
be made to give them the opportunity to meet the people at all levels in their new 
firm. One or more social functions can be of help in this area and can also give 
the families a chance to see the new people in the professional lives of their 
family members.
The staff members will be looking at the new firm from the aspect of 
whether it puts their jobs in jeopardy or whether the new firm will offer them 
greater opportunities. It should be made clear to the professional staff that their 
advancement is based upon two factors—their ability to perform at a higher level 
and the availability of the higher level work for them to perform. Each of the 
factors has its own criteria. In addressing the first factor, the criteria for being ready 
for advancement should be explained. If the firm values (and it should) practice 
development efforts on the part of the staff, whether it be developing future referral 
sources among the peers of the staff, or actually bringing in new clients, the criteria 
should be explained. If one of the firms had no such criteria and its staff has not 
been active in this area, then a plan to get the staff active should be announced. If 
this is the case, the staff will probably be apprehensive about what these new 
expectations will mean. Care should be taken to emphasize the importance of these 
activities but also to explain that the efforts once started are not threatening. Young 
staff who have been successful in these efforts should be used in the discussions. 
Technical competence should also be stressed and the new firm’s policies on pro­
fessional development should be outlined along with the areas of expertise now 
available within the firm.
The second factor is available positions for the staff to progress to. The 
staff should walk away enthusiastic that the new firm will mean more growth and 
better opportunities for them. If they do not, then the owners have failed to demon­
strate one of the important objectives of the merger or acquisition.
There is always the possibility that some of the staff will not meet either 
the technical or practice development criteria. To effect an orderly transition, 
efforts should be made to keep immediate turnover as low as possible. If the clients 
experience immediate shifting of staff, it will impact on the time it takes for their 
personnel to work with the accountants. If this occurs, there are bound to be com­
plaints that things are not as good as they were before. Staff with serious 
deficiencies should be counseled about the problem and be provided with an oppor­
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tunity to develop the skills necessary to meet expectations. The expectations should 
be realistic and eventually the staff must meet the expectations or be replaced. 
These factors are particularly important for the senior staff.
One of the most common reasons for senior staff leaving a CPA firm is that 
the firm has not grown sufficiently and there is a lack of opportunity to advance. 
The firm should emphasize to the senior staff that for a new owner to be admitted 
to the firm, the two factors discussed above must be met. That is, the candidate 
should demonstrate that he or she is ready for the advancement. Each firm has its 
own criteria on admission but most likely they will include technical competence 
on the job, ability to supervise and assist the staff in advancing their abilities, 
getting along with clients, demonstrated concern for the firm as a whole and not 
just the jobs being worked on, and demonstrated ability in practice development. 
The new staff should be shown the evaluation forms used and have the criteria and 
the importance of the various factors explained to them. The evaluation system and 
any owner-in-training program should also be explained.
The second factor for senior staff to become an owner is that the firm is 
ready and can afford an additional owner. The firm should have specific criteria to 
determine what it needs to bring in a new owner. This can be expressed in dollar 
volume or, better yet, in chargeable hours managed by each owner. The hour crite­
rion is inflation-proof and the number does not have to change with price increases. 
The criterion may have adjustments for niches that produce high volume per indi­
vidual but do not have the leverage of a general practice area.
If a succession plan is in place, available opportunities from future retire­
ments should also be discussed. In addition, future plans for acquisitions as an 
additional opportunity for growth should also be discussed with the staff.
Public Relations
The announcement of the merger or acquisition should be delivered differently for 
the following three areas—the announcement to the staff, the announcement to the 
clients, and the announcement to the business community and the general public.
Announcement to the Staff
The staff should be the first to hear any announcement. Prior to the announcement 
to the staff, the owners should consider the most likely questions to be asked and 
the appropriate firm response. It is very important that all parties are sending the 
same message.
All the staff should hear at the same time. The size of the firms will dictate 
the manner in which this is done. If the firm is of a size that the owners and all the 
staff can get together in one place, a full meeting of all staff will produce the best 
assurance that all will get the same information and sense of excitement about the 
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combination. If the size of the firm is too large for this type of arrangement, then 
at least the offices should have meetings at the same time. A later visit by the 
managing partner may be considered as a follow-up.
Announcements to the Clients
All clients should get some notification. If they are not large enough to warrant a 
personal visit, as discussed in the section on retention, they should get a personal 
letter from the owner-in-charge. The managing partner should also communicate 
the firm’s reasons and benefits to the overall client group, by way of the firm 
newsletter or other appropriate method.
Announcements to the General Public
The new firm will be newsworthy to the media. A carefully planned public relations 
program should be in hand, prior to the announcements, to maximize the exposure 
of the new firm. If the firm does not have the in-house expertise to accomplish this, 
a public relations firm should be retained to get the most out of the news of 
the combination. Depending on the market, it may be covered in newspapers and 
radio and television interviews. A consistent message of the benefits to the clients 
will not only help retain the existing clients but may also help bring in new clients.
Billing Rates
One of the issues addressed early on in the evaluation of the potential combination 
is the issue of billing rates for the clients of the two firms. One of two assessments 
has been made, either (1) the firms are compatible and the risks are not so high that 
the client billing will cause a problem, or (2) there is a risk and one of the parties 
is at risk on the issue of client retention. If the billing rates do present a problem, 
the scheduling of the services needs to be planned very carefully. There should be 
an evaluation of the budgets on the jobs and a comparison of prior year’s billing 
with the budget at standard. A decision may be necessary as to whether a write­
down will be tolerated with the expectation of solving the problem over time, or 
whether the client needs to be told that its fee will be going up, the reason for the 
additional fee, and what potential benefits can be expected. The probability of loss 
of the client and the expected write-downs from standard should be of significance 
in determining the price to pay in an acquisition or the proportionate value of the 
firms in a merger. If the combination is an acquisition based upon retention, it may 
be that all parties understand the risk and agree that whatever clients can be 
retained is good, but significant fallout is anticipated. This may be the case in 
acquiring a very small marginally profitable firm or an acquisition upon the death 
of a single practitioner. On the other hand, it may be desirable to demonstrate the 
value added by the new firm, and a gradual improvement of write-offs is tolerated. 
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Caution should be exercised in this case that only the anticipated write-down is 
allowed and that beyond that, the job is accountable like any other job. There have 
been cases where the anticipation of losses has meant that the job is not managed, 
is poorly scheduled, and is not given proper care, resulting in more significant 
losses than there would have been if the accounts had been properly managed.
In any event, the client should be told up-front what to expect in the current 
year’s billing, and not be surprised by the bill after the fact. Table 4-2 is a work­
sheet to aid in assessing retention risk.
TABLE 4-2. Assessment of Client Retention Write-Off Risk
Client
Client number
Risk of client loss
Anticipated write-offs





It is prudent to understand that your clients will, at best, be watching for signs 
of degradation in service performance or relationships. The feeling of the client 
will be of concern about the new firm and the new members of the staff should be 
cautioned on how to act to the clients. I know of a firm which lost a good client 
because a staff member told the owner that he would be taking care of a major 
amount of the work since the client was sold to his firm. The client justifiably was 
upset, stated that no one sold him to anyone, and demonstrated that he was right by 
going elsewhere for his accounting services. The clients need to be shown that their 
satisfaction is of primary concern, that they have an opportunity to give feedback 
and to be shown that the change will benefit them. There should be clear firm goals 
and assigned responsibilities to see that this is accomplished.
Contractual Agreements
Presuming an acquisition is of a retiring owner, the acquisition is happening 
because, either intentionally or not, the owner did not provide the growth or envi­
ronment for advancement within the firm to pave the way for succession. Thus, the 
Topics for Consideration 47
owner is responsible for the greater risk of the loss of clients and profitability with 
his or her departure.
Typically, the consequences are that the old owner will bear the risk of 
retention. Most acquisitions are based on a buyout that will provide some up-front 
money for the assets, but a significant portion of the payments will be based upon 
the retention of the clients over a number of years. There are many different ways 
of constructing a buyout. If the buyout is extended for a great many years there 
should be some consideration of ending the contingency at some point. If a buyout 
is for ten years, for example, it does not seem appropriate for the firm that loses a 
client after eight years to penalize the old owner. By that time, the firm has had 
ample opportunity to demonstrate its service and the client has stayed for a long 
period. A departure at this point is more likely to be the result of a failure in the 
new firm than any transition problem. Therefore, the retention factor may be fixed 
at a level of retained clients after somewhere from three to five years.
The contact should identify the items to be transferred, including client 
lists, workpapers, files, software, and balance sheet items. All warranties by both 
parties, covenants, and payment terms should be clearly identified along with 
penalties for not conforming with the agreement.
The AICPA MAP Handbook provides an illustrative agreement with the 
caution that state and local laws differ and that the buyer and seller should retain 
legal counsel for drafting an agreement that will apply to a particular situation. 
A copy of the agreement is shown in exhibit 4-2.
EXHIBIT 4-2. Transfer Agreement
The AGREEMENT made as of the___day of_____ , 19XX, by and between
_____ , a (professional service corporation, a partnership, or sole proprietor), of 
(city and state) (hereinafter referred to as Transferee), and_____ , a (professional
service corporation, partnership, or sole proprietorship), of (city and state) (here­
inafter referred to as Transferor).
WHEREAS, the Transferor is presently operating an accounting practice 
being served from an office in (city and state): and
WHEREAS, the Transferor desires to transfer to the Transferee the right to 
service the clients served by the Transferor from its (city and state) office; and
WHEREAS, the Transferor desires to provide continuity of service to 
clients heretofore served by it; and
WHEREAS, the Transferee is presently operating an accounting practice 
being served from an office in (city and state): and
WHEREAS, the Transferee desires to purchase from the Transferor the 
right to service the clients served by the Transferor from its (city and state) office;
NOW, THEREFORE, in consideration of the mutual promises herein made 
and the considerations herein expressed, the parties hereto mutually covenant and 
agree as follows:
(continued)
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EXHIBIT 4-2. Transfer Agreement (continued)
1. Sale of Practice. Transferor hereby transfers to Transferee its right to service the 
accounts presently serviced by it and listed on Schedule A, and the Transferee 
does hereby acquire same, the effective date of the transaction to be the close of 
the business on the (day) day of (month and year).
2. Sale Items. This purchase and sale shall include the following:
a. All of the Transferor’s accounting workpapers, copies of tax returns, corre­
spondence files, research and reference manuals, client lists, and client 
information files that are relevant to the clients served by it from the (city 
and state) office.
b. All of the office furniture, equipment, fixtures, and supplies for cash of
$_____which is the book value of said items as shown in the Transferor’s
records. Such amount is to be paid at closing. (Fill in dollar amount only if 
it is not included in the overall price.)
c. Work-in-process for which the Transferor shall be reimbursed for work 
performed as adjusted by billings and collections by the Transferee, with 
adjustments made on basis of work-in-process before and after date of 
purchase at standard billing rates. Transferee agrees to complete said work­
in-process and at the appropriate time to bill the clients involved including 
any such billings of amounts due and unpaid to Transferor.
d. Transferee agrees to assume the liabilities under the rental agreement on the
office space occupied by the Transferor in (city and state) at the (building) 
building, and it is understood that such offices occupy approximately_____
square feet with an annual rental of $_____payable at a monthly rate of
$_____.
3. Notice to Clients. Both parties agree that they will send out notices designed to 
advise clients that Transferor’s clients will be serviced by Transferee.
4. Exclusion of Accounts Receivable. It is agreed that the sale does not include 
accounts receivable of the Transferor at (date of sale). Such accounts receiv­
able shall be collected by the Transferee and remitted to the Transferor upon 
collection.
5. Transferor Warranties. The Transferor warrants and represents that:
a. The clients listed are bona fide and the amounts given as previous billings 
are correct;
b. There will be no outstanding liabilities against the practice at the closing 
date, or should some occur, the Transferor will take responsibility for any 
such claims that might exist;
c. It holds clear title to all the property transferred; and
d. It will continue to operate the practice in a professional manner until the 
closing date.
6. Transferee’s Warranties. The Transferee warrants and represents that:
a. It will operate the purchased practice in a professional manner;
Topics for Consideration 49
EXHIBIT 4-2. Transfer Agreement (continued)
b. It will not incur any obligations in the name of Transferor; and
c. It will make all rental payments under the lease agreement described above 
in paragraph 2(d).
7. Payment for Accounts. Transferee will pay to Transferor annually for a period of
(four to seven) successive years an amount equal to (25 to 15%) of the fees col­
lected each year from the list of clients turned over to Transferee, or (25 to 
15%) of the base period fees which are the fees charged to the clients by 
Transferor during the year ended_______(copy of which is attached),
whichever is the lesser amount.
8. Payment Dates. Transferee agrees that the first payment under paragraph 7 will 
be made to the Transferor on (month, day, and year) in any amount of one- 
twelfth (1/12) of (25 to 15%) of the base period fees and a like amount will be 
paid on the (day) of each month thereafter for the duration of the payment 
period. Transferee agrees that it will submit to Transferor within ninety days 
after the end of each fiscal year end, at the place last fixed by the Transferor for 
payment herein, a statement certified to by Transferee showing fees charged to 
clients whose names appear on the list provided for herein for the respective 
period, and with the annual statement of computation of the payment due, 
showing the method of computation during that year. With each annual state­
ment, the Transferee shall compute the adjustment of the annual amount due or 
overpaid as a result of reconciling the remittances above and pay or collect any 
and all sums shown to be due or collectible under said statement.
9. Covenants of Transferor. For a period of (four to seven) years from the date of 
closing, neither the Transferor (nor any of its present Partners, Principals, or 
Shareholders, as appropriate) shall, except insofar as the restrictions are for the 
benefit of the Transferee:
a. Canvass, solicit, or accept any business from any present or past clients of 
the Transferor’s accounting firm served from the (city and state) office and 
included on the list described in paragraph 2(a) hereof.
b. Give any other person, firm, partnership, or corporation the right to canvass, 
solicit, or accept any business for any other accounting firm from any present 
or past clients of the Transferor served from the (city and state) office.
c. Directly or indirectly request or advise any present or future clients served 
from the (city and state) office to withdraw, curtail, or cancel its business 
with the Transferee.
d. Directly or indirectly disclose to any other person, firm, partnership, or cor­
poration the names of past or present clients of the Transferor’s firm served 
from the (city and state) office.
e. Directly or indirectly engage in or establish an office for the purpose of
engaging in public accounting business within a_______(depending on
where the practice is located, the distance may vary from twenty-five to 
seventy-five miles) mile radius from the office of the Transferee maintained 
in (city and state).
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EXHIBIT 4-2. Transfer Agreement (continued)
f. Nothing herein contained shall preclude Transferor from servicing any 
client, whose principal place of business shall be outside a__ (same as
in (e) above) mile radius from the office of the Transferee in (city and state), 
but whose operations shall include a branch, division, or subsidiary in said 
area. [This phrasing is necessary if a branch of a partnership is purchased.]
10. Liquidated Damages. In view of the difficulty in determining the amount of
damages that may result to the Transferee from a violation of any of the provi­
sions of the above paragraph, the amount of liquidated damages shall be the 
total amount paid to the Transferor on account of the file of the particular 
client involved, or___% of the amount shown on the base period list as being
billed during the year ended (effective date of purchase) for the particular 
client involved, whichever is greater, and said sum shall become immediately 
due and repayable to the Transferee as liquidated damages, and the Transferor 
shall further forfeit any amount that might be due from the Transferee under 
this Agreement; provided, however, that the repayment or the forfeiture of such 
amounts as liquidated damages shall not be construed as a release or waiver by 
the Transferee of the right to repeat any such violation in equity
or otherwise.
11. Indemnification. The Transferee shall indemnify and hold the Transferor harm­
less from any liability on the performance of work on the files or on any work­
in-process initiated by the Transferor that is continued by the Transferee and 
for which a written report is rendered to the client or for which a tax return is 
prepared for any period of time after the closing. The Transferor shall indem­
nify and hold harmless the Transferee on account of work completed prior to 
the closing date of (effective date of purchase).
12. Closing. The closing shall take place as of the close of business on (date).
in (city and state). Upon the payment of any amounts due for equipment and 
supplies, the Transferor shall provide a Bill of Sale conveying title to said 
property, which Bill of Sale shall warrant only Transferor’s title to said 
property. In addition thereto, the Transferor shall supply the list of clients 
and turn over all of the files pertaining thereto.
13. Limitations. Neither party shall be responsible for any debt, loss, contract, or 
other obligation of the other party, except as herein specified. The relationship 
is that of Transferor and Transferee and is not and never shall be deemed a 
partnership or joint venture.
IN WITNESS WHEREOF, the parties hereto have executed this Agreement 
the day and year first above written.
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Due Diligence
For a merger or acquisition to work there can be no surprises as to what one 
is getting into. A review of the practice being acquired or merged needs to be 
done to determine if there is anything that should be known before the com­
bination takes place. Table 4-3 provides a checklist.
TABLE 4-3. Due Diligence Checklist
1. Contracts and agreements
□ Recent copies of all employment, consulting, and compensation contracts, 
agreements, plans, and programs.
□ Retirement plan trust agreements, summary of plan descriptions, annual 
reports, and employee data.
□ Determination of unfunded retirement commitments to owners of the firm, 
the probable time of retirement and the present value. Determine whether 
there are any safety provisions that cap the overall retirement benefits paid 
out in a given year.
□ Copies of all noncompete agreements.
□ Details on all related party receivables or payables.
□ Details on any owners who have left the firm within the last five years.
2. Client matters
□ List of clients lost in the last three years, client billings, and reason for 
the loss.
□ For the last three years, list of the top ten current clients in fee billing 
percent of standard, nature of services, and how long with the firm.
□ List of the top ten new clients and their current status with the firm in terms 
of billing, receivables and satisfaction.
□ List of major proposals that are outstanding, including budgeted standard 
and fee quoted.
□ List of aged accounts receivable.
3. Litigation
□ Files on any known or anticipated litigation.
□ Copies of all correspondence pertaining to litigation matters.
□ Details on any client sued for fees in the last five years.
4. Firm stability
□ Owners: List of all owners who have left in the last five years and the 
circumstances behind the departure.
□ Staff: List of managers and other key client contacts who have left in the 
last three years, and the circumstances, including how much client volume 
left because of the departure.
(continued)
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TABLE 4-3. Due Diligence Checklist (continued)
5. Insurance coverage
□ Copies of insurance policies, including policies covering malpractice, real 
or personal property, and life insurance policies owned by the practice.
□ Copies of any notices sent to the insurance company of potential problems.
6. Corporate documents
□ Copies of incorporation, bylaws, and shareholder agreements should be 
reviewed.
□ Stock ledgers and evidence that all outstanding stock of the practice is fully 
paid and nonassessable.
7. Credit and related documents
□ Copies of all agreements, bank lines of credit, and other documents that 
constitute debt obligations of the practice.
□ Copies of all material financing documents, such as capitalized leases and 
installment purchases.
□ Copies of all material guarantees, indemnifications, or loans by the practice.
□ Credit and reference checks on all owners.
8. Real estate
□ Copies of all deeds, mortgages, and title policies on property owned.
□ Copies of all leases.
□ Copies of all insurance policies related to property owned.
9. Taxes
□ Copies of the last three years’ tax returns reconciled to the financial state­
ments.
□ Copies of any tax audit results.
10. Quality review
□ Firm inspection. Conduct the equivalent of a peer review of the firm, 
review quality control documents, and determine the quality of the work 
performed in the various areas of the practice.
□ Peer review results. Review the results of any peer reviews.
Demerger Considerations
There are divergent views as to how much demerger provisions should be in place 
or discussed up-front. The proponents of having the provision point out that this is 
a sound business matter. They note that there are risks that any merger may not 
take, and reason that it is only good planning to provide for all eventualities.
The opponents of such a provision feel that mergers are difficult by nature 
and, as in marriages, there will be times when the road will have some bumps. 
They feel the incentive should be to resolve the issues, not to provide a ready 
escape clause to end the deal.
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There is merit to both sides. There may be reluctance to risk your entire 
practice if you have built a firm and now are merging into a larger firm. Perhaps the 
solution is to have demerger provisions that last for a short time (perhaps three 
years or less), but to include penalties to all concerned, so all share the cost of the 
wasted effort and the negative effect on the clients. For example, the new firm may 
have to be compensated for the additional volume now being generated by the 
clients the other party brought into the merger and would be leaving with.
Most of the problems can be avoided by a carefully planned merger process 
that includes an owner retreat and due diligence before finalizing the deal. Like a 
marriage, the merger should not take place if the owners do not feel comfortable 
working with each other or do not know each other sufficiently well to feel com­
fortable about the ability to work together.
Valuation of the Practices
All the topics covered to this point in the discussions will have an impact on the 
valuation of the practice. Some will have a direct impact on the financial projec­
tions while others will help form a perception of overall desirability of the practice 




Methods of Valuing a Practice
Perspectives in Valuation
We will look at the value from three different perspectives:
• The seller’s viewpoint
• The buyer’s viewpoint
• The viewpoint of the buyer or seller of a partial minority interest
We also need to consider comparative equity in a merger situation. That is, if the 
merger is of two practices that bring their own strengths and synergy factors to the 
merged practice, the valuation will typically be based on the same methodology for 
each. If, however, a large practice is merging with a smaller one, or if the merger 
is temporary, with an anticipated imminent retirement of the owners of one of the 
practices, there is, in substance, an acquisition and the practices should be valued 
accordingly.
The Seller’s Viewpoint
The seller generally views the practice as a stand-alone business. The attributes of 
the practice, as it currently exists, will be considered in determining the practice’s 
value. Of course, the seller also considers what a potential purchaser of the busi­
ness would be willing to pay and whether conditions are such that a demand can 
be made for a greater price based on the potential to the buyer. In practice, the seller 
may try to get the benefits of synergy or better management in the purchase price, 
and if the competition for acquiring the practice produces eager purchasers the 
seller may be successful. However, this text will consider the seller’s value to 
be the stand-alone value of the practice and will look at the increment in value 
produced by the buyer to be an increment enjoyed by the buyer.
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The Buyer’s Viewpoint
The buyer may be assimilating the practice into a larger organization or may feel 
that his or her firm’s talents and expertise, or management style, will alter the prac­
tice significantly. The purchasing firm will want to determine the income stream 
that it anticipates from the practice. This will determine whether the purchase price 
of the practice is feasible for the firm’s needs. The buyer will also calculate the 
seller’s value of the practice, for the buyer does not wish to pay the seller for the 
potential it brings to the practice. In fact, it is only when the buyer’s value exceeds 
the seller’s value that the sale is likely to take place.
The Minority Interest
If a minority interest is being offered for sale, such as a partial interest in a part­
nership or professional corporation, then the changes in the practice will probably 
be minimal and the practice culture and management style will continue. 
Therefore, the value, although different from the practice as a whole, will gener­
ally be similar to the seller’s value discussions. This is true whether the valuation 
is being done by the buyer or the seller. However, it will be based on the income 
flow for the interest in question.
This chapter will consider values based upon the present value of future 
benefits, asset values, comparable sales, gross fee multiples, and the value of an 
established practice.
Background on Present Value Methods
The only reason to purchase a business asset or an entire business is that the buyer 
anticipates the present value of the future benefits to be equal to or greater than 
the present value of the purchase price. Thus, it is the present value of the future 
benefits that produces the value in a business environment.
The concepts for valuing a practice are not new. Although Adam Smith in 
The Wealth of Nations spoke about assets and returns for labor as far back as 1776, 
it was probably Irving Fisher in 1930 who best explained the concept currently 
used. In The Theory of Interest he wrote:
But the basic problem of time valuation which Nature sends us is always that 
of translating the future into the present, that is, the problem of ascertaining the 
capital value of future income. The value of capital must be computed from the 
value of its estimated future net income, not vice versa.
This statement may at first seem puzzling, for we usually think of causes and 
effects as running forward not backward in time. It would seem then that 
income must be derived from capital; and, in a sense, this is true. Income is 
derived from the value of capital goods. But the value of the income is not 
derived from the value of the capital goods. On the contrary, the value of the 
capital is derived from the value of the income. Valuation is a human process in 
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which foresight enters. Coming events cast their shadow before. Our valuations 
are always anticipatory.
There are a variety of ways to consider the present value of future benefits. 
We will consider four methods within this category:
1. Earnings capitalization
2. Excess earnings
3. Discounting future earnings
4. Discounting future cash flows
Earnings Capitalization
The earnings capitalization method is one of the most commonly used approaches 
by CPAs in valuing closely held businesses and professional practices. In this 
approach, the adjusted historical earnings are used as a predictor of the future 
benefits of owning the practice. The value of the firm is estimated to be equal 
to the present value of the future earnings stream in perpetuity. The appropriate 
capitalization rate is determined by the practitioner to be the rate of return that is 
commensurate for the risk level of the individual company (determining the capi­
talization rate will be addressed in chapter 8).
In its most common form, the earnings capitalization method calculates the 
value of the firm as follows: 
where
V = The value of the firm
E = The adjusted earnings of the firm
R = The appropriate rate of capitalization
Procedures
The procedures used are as follows:
1. Prepare income statements for the firm you are acquiring in a format that is 
similar to your firm’s format. Typically five years is used but judgment must 
be exercised that the years are reasonably representative of the future (see 
chapter 7).
2. Normalize the income stream so that it is representative of the future (see 
chapter 7 for full discussion).
3. Determine the capitalization rate (see chapter 8).
4. Determine the operating value of the firm by dividing the normalized income 
by the capitalization rate.
V=E
R
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Table 5-1 provides a calculation worksheet.
TABLE 5-1. Earnings Capitalization Calculations








Value (average normalized income/capitalization rate)
This calculation presumes there are no non-operating assets (for treatment of non­
operating assets see chapter 7).
One might question what this has to do with the present value of future 
benefits theory. Actually, the mathematics is a simplification of a series of present 
value calculations. If we were to consider the equation for the present value of an 
annuity of earnings we would have the following equation:
where
PV = The present value of the future annuity or the firm’s value
E = The adjusted earnings of the firm
R = The rate of interest or the appropriate rate of capitalization
n = The number of years for the annuity
However, as n approaches infinity the term (1 + R)-n becomes smaller and 
smaller and may be eliminated. If one is valuing a practice the assumption is that 
the practice will continue in practice indefinitely and, therefore, the formula 
reduces to the following:
V = E
R
For example, let us assume that we have a practice with an expected income 
stream of $100,000 to continue indefinitely into the future. After considering the 
risks in this practice, a capitalization rate of 25 percent is presumed to be appro­
priate. By utilizing the capitalization of earnings equation the value of the practice 
can be calculated as follows:
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V= $100,000/.25
V= $400,000
If we were to calculate each year’s earnings for 30 years and take the pre­
sent value of the sum, the calculation would be as shown in exhibit 5-1.




1 $100,000 .80000 $ 80,000
2 100,000 .64000 64,000
3 100,000 .51200 51,200
4 100,000 .40960 40,960
5 100,000 .32768 32,768
6 100,000 .26214 26,214
7 100,000 .20972 20,972
8 100,000 .16777 16,777
9 100,000 .13422 13,422
10 100,000 .10737 10,737
11 100,000 .08590 8,590
12 100,000 .06872 6,872
13 100,000 .05498 5,498
14 100,000 .04398 4,398
15 100,000 .03518 3,518
16 100,000 .02815 2,815
17 100,000 .02252 2,252
18 100,000 .01801 1,801
19 100,000 .01441 1,441
20 100,000 .01153 1,153
21 100,000 .00922 922
22 100,000 .00738 738
23 100,000 .00590 590
24 100,000 .00472 472
25 100,000 .00378 378
26 100,000 .00302 302
27 100,000 .00242 242
28 100,000 .00193 193
29 100,000 .00155 155
30 100,000 .00124 124
Total $399,504
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The difference between the earnings capitalization equation value of 
$400,000 and the actual present value for 30 years represents the total value of the 
income stream for all years after the first 30. Note that this amount is only $496. 
Had we gone out 40 years, the difference would only be $53. Thus, although the 
earnings capitalization model professes to value the practice with an earnings 
stream that is a perpetuity, in actuality, after a number of years, the future incomes’ 
present value becomes negligible. In fact, in this example, approximately 90 per­
cent of the value is accounted for in the first ten years of future operations.
An example is illustrated in exhibit 9-8, in chapter 9.
Advantages and Disadvantages of the Method
Some of the most common advantages of the earnings capitalization method 
are that—
• The income stream is based upon historical experience and when adjusted to 
normalize the income for nonrecurring items and other factors discussed in 
chapter 7 it gives a sense of comfort to the estimate of the income.
• The method is well recognized and should lead to an acceptable basis for nego­
tiation between the parties.
• It is the easiest method to determine a capitalization rate based upon com­
parable transactions.
Some disadvantages of this method are that—
• It may lead to using historical figures without an accounting for changes in 
economic conditions in the firm such as competition, client retention, or 
staff changes.
• It does not specifically address the leverage used by the firm in debt financing.
• It cannot be used where there are no adjusted earnings.
Excess Earnings
The excess earnings method (also referred to as the treasury method or the formula 
method) has been expanded to be used frequently in estate and gift tax calculations 
and in many other settings. This method is very popular for valuing closely held 
companies. It also values the practice based upon the present value of future earn­
ings, however, earnings attributable to tangible assets are capitalized at a different 
rate than earnings attributable to goodwill.
By the manner the calculations are made, the excess earnings model 
appears to be a hybrid method of asset valuation and earnings valuation. However, 
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this is not theoretically correct. It is an earnings capitalization method where 
the income stream is broken up into two parts and capitalized at two different rates. 
A theoretical equation would be as follows: 
where
Ea = The earnings attributable to tangible assets
Ra = The appropriate return on tangible assets
Eg = The earnings attributable to goodwill
Rg = The appropriate return on earnings not supported by tangible assets
However, the formula can be brought to its more practical and common 
form as follows:
For example, if the earnings of a practice were $100,000 and the value of 
the net tangible assets were $300,000 and the return on assets were 10 percent and 
the return on goodwill 20 percent, the value would be calculated as follows:
The distinction of whether or not the method is an asset-based method is 
more than theoretical and goes to the essence of the calculation. For example, let 
us look at the previous example and assume that the tangible assets are $50,000 
higher. If the method is an asset-based valuation method then the value should 
increase from $650,000 to $700,000. However, this is not the case. The additional 
$50,000 just reduces the risk and the capitalization rate, and the new value is 
$675,000, calculated as follows:
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Over the years, the excess earnings method was used to understate estate 
values where comparable sales and other indicators of value were ignored. 
Consequently, the Internal Revenue Service issued Revenue Ruling 68-609 in 1968 
affirming the application of the excess earnings approach but only if there is no 
better method available for making the valuation. However, empirical tests of the 
method in recent years has shown that it can give better results than earnings 
capitalization. (See “A Comparison of the Earnings Capitalization and the Excess 
Earnings Models in the Valuation of Closely-Held Businesses,” Mastracchio and 
Lippitt, Journal of Small Business Management, January 1996.)
Procedures
The procedures used are as follows:
1. Prepare income statements for the firm you are acquiring in a format that is 
similar to your firm’s format. Typically five years is used (see chapter 7).
2. Normalize the income stream (see chapter 7 for a full discussion).
3. Prepare a balance sheet for the firm as of the date of valuation, excluding good­
will, covenants not to compete, and any similar intangible assets.
4. Determine the capitalization rate for the return on assets (see chapter 8).
5. Determine the expected return on assets by multiplying the net tangible asset 
value by the expected return on assets.
6. Determine the excess earnings by taking the normalized income and sub­
tracting the expected return on assets.
7. Determine the capitalization rate for goodwill (see chapter 8).
8. Determine the goodwill value of the firm by dividing the excess earnings 
by the capitalization rate for goodwill.
9. Determine the operating value of the firm by adding the goodwill total to the 
net tangible assets.
Table 5-2 provides a calculation worksheet.
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TABLE 5-2. Excess Earnings Calculations







Book value of tangible assets
Adjustments
Adjusted value of net tangible assets





Total value (value of goodwill + adjusted value of net tangible assets)
The benefit and logic of this method can be shown by an example. Let us examine 
a CPA practice where the CPA is earning $50,000 a year after expenses, including 
a net rental lease of $30,000 and a fair salary for himself. Let us assume that we 
have decided that the appropriate capitalization rate for a practice of this nature is 
25 percent and that commercial real estate in your area is generally capitalized at 
10 percent and the value of real estate is not expected to diminish over time. Using 




If the same practice were to purchase the building it is in, it would cost the 
practice $300,000 (30,000/.1). Let us assume this is done by the practitioner by his 
contributing $300,000 in cash to the practice. By so doing, the practice would 
increase its net income from $50,000 to $80,000 (the elimination of rent), and the 
value would now be $320,000, calculated as follows:




There is an obvious error in the calculation. It only seems reasonable that 
the practice should be worth $500,000 when you add $300,000 to a $200,000 prac­
tice. The reason for the error is that we are capitalizing real property at the same 
rate as the earnings of a CPA practice, when the marketplace perceives a difference 
in risk and rate. The excess earnings method would consider this difference in its 
calculation. Assume that the real estate represents substantially all the net tangible 
assets of the firm. The expected rate of return on assets would be 10 percent and 
the return on goodwill would be 25 percent. The calculation of value would be 
as follows:
Thus, the excess earnings method directly allows for a change in the aver­
age risk level of the firm caused by the addition of tangible assets.
Advantages and Disadvantages of the Method
Some of the advantages of the excess earnings method are that—
• Different acquisitions are easier to compare. Since the difference in net assets 
and risk are accounted for, a difference in overall capitalization rate between 
firms may be accounted for.
• It explicitly accounts for the underlying assets of the firm in evaluating risk. 
This is the major advantage.
• The method is well recognized and should lead to an acceptable basis for nego­
tiation between the parties.
• Empirical tests suggest that, when well implemented, it is more accurate than 
earning capitalization.
Some of the disadvantages of this method are that—
• Two capitalization rates need to be developed.
• In firms with little or no net equity the earnings capitalization method will yield 
the same result with less effort.
• As opposed to specific forecast of future results, it may lead to using historical 
figures without an accounting for changes in economic conditions in the firm, 
such as competition, client retention, or staff changes.
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For discussions in this book reference to the earnings capitalization method 
will mean both earnings capitalization and excess earnings. The determining factor 
as to which method to use will be the extent of capital assets.
Discounted Future Earnings
Rather than use adjusted historical earnings, the discounted future earnings method 
attempts to specifically identify each future year’s earnings and calculate the 
present value of those future benefits. Although there is no difference in theory 
from the earnings capitalization method, it is treated as a separate method by most 
practitioners. It is not used very often in valuation situations because it is viewed 
as being too speculative. However, by its nature, the method is no more speculative 
than the earnings capitalization method, which is frequently used. The earnings 
capitalization method could be considered a special case of discounted future earn­
ings where the earnings are deemed to be constant or growing at a fixed rate. (The 
earnings capitalization model can build a constant growth rate into its capitaliza­
tion rate, as will be discussed in chapter 8.)
One should recognize that in the discounting of specific future amounts, 
any growth expectations are reflected in the projected earnings figures while the 
growth in the capitalization of earnings is reflected in an adjustment of the capital­
ization rate. (See chapter 8 on capitalization rates.)
The value would be calculated as follows:
where
E1 = Earnings one year into the future
D1 = Discount rate on E1
E2 = Earnings two years into the future
D2 = Discount rate on E2
E3 = Earnings three years into the future
D3 = Discount rate on E3
E∞ = Earnings in the last year of operations 
D∞ = Discount rate the last year of operations
∞ = The last year of operations
As a practical matter it is only possible to project a few years in the future 
with any accuracy and the method is modified to stop the projects at some point 
and capitalize the remaining years at a constant earnings or growth rate, as the 
earnings capitalization model does. If the firm is anticipated to grow at a dollar 
amount or rate for a finite period of time and then stabilize, this method provides 
the methodology to recognize this projection. The formula would be modified 
as follows:
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where
En = Earnings on the first year earnings that are deemed to be stable or 
grow indefinitely at a constant rate
Dn = Discount rate on the future earnings stream En and the residual value 
n = The year that earnings are deemed to be stable or grow at a constant 
rate in the future
Rn = Capitalization rate on the earnings stream En
Procedures
The procedures used are as follows:
1. Prepare a forecast of the income statements for the firm you are acquiring 
in a format that is similar to your firm’s format for as many future years neces­
sary before the firm stabilizes and no growth or a growth at a constant rate 
is foreseen.
2. For the year that represents the stable future earnings, perform an earnings 
capitalization value calculation to determine the residual value at that point 
in time.
3. For all the years, apply a discount rate to bring the future value back to the 
present value.
Table 5-3 provides a calculation worksheet.
For the acquisition of a practice, this is a viable method for the buyer and should 
be considered. The method requires the firm to consider the retention of the client 
base and the effect of the merger on profits. Consideration should be given to 
whether the value calculated is derived from or based on the nature of the practice 
itself or the synergy of the practice with the new firm. In an acquisition, the value, 
including synergy, may be what the practice is the worth to the purchaser, but may 
overstate the practice value to be paid in the acquisition. For example, let us assume 
that you are acquiring a one-owner firm that has $375,000 in volume and that you 
feel with your client base and the additional niches your firm offers 
you can make the fees grow immediately to $425,000. In addition, since you 
will move the practice to your office you can eliminate a receptionist and with no 
need for duplicate libraries and conference rooms you can also reduce the total 
rent. The volume also justifies only 60 percent of the owner’s time. Most of the 
other expenses will remain the same, except for minor changes. The practice can 
be valued based upon its historical earnings or its future earnings as shown in 
exhibit 5-2.
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TABLE 5-3. Discounted Future Earnings Calculations

















Owner salary $ 70,000 $ 42,000
Professional staff 90,000 90,000
Support staff 50,000 25,000
Benefits 31,500 23,550
Rent 24,000 14,000
Other expenses 49,500 50,450
Total expenses $315,000 $245,000
Net income before taxes $ 60,000 $180,000
Capitalization rate 20% 20%
Value $300,000 $900,000
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Is the practice worth $300,000 or $900,000? I believe that for acquisition purposes, 
the practice is worth $300,000. The reason it is a good acquisition for you is that it 
will add value to your firm beyond the acquisition value and cost. Thus, the use of 
this method must be considered in light as to how the future years will be viewed 
pre- or post-acquisition.
There may be reasons why the practice can be valued post-acquisition 
as well. For example, the increase in earnings is due to the expertise of the acquired 
practice.
Advantages and Disadvantages of the Method
Some of the advantages of the discounted future earnings method are that—
• It provides a method for specific determination of each year’s change in earnings.
• It provides the option of varying the discount rate for different periods of time. 
(For a discussion of discount rates versus capitalization rates see chapter 8.)
• Provides a clear calculation of the expected benefits.
Some of the disadvantages are that—
• It is speculative to project growth rates into many future years and provides 
a more risky valuation.
• It takes more effort to calculate the value.
Discounted Cash Flow
The discounted cash flow method is similar to the discounting of future earnings 
method except that the estimate is of future cash flows rather than of future 
earnings. This method has strong theoretical justification, for ultimately what we 
want from an investment is our cash back plus additional cash as a return on the 
investment. However, economists in their theoretical musings do not have to be 
concerned with the practical application that is necessary in a valuation. The fore­
casting of cash flow is more difficult than earnings since, to some extent, there is 
more discretionary control of cash flow. The method, in practice, typically deter­
mines the cash flow for a few years and then reverts back to a perpetual stream that 
is capitalized. However, in this abbreviated mode, the short-term cash flow may not 
be a good indicator of future cash flows.
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The method is frequently misapplied by not including sufficient years. For 
example, consider a business that requires equipment that costs $210,000 and that 
must be replaced every seven years. Let us assume that the equipment is financed 
with a 10 percent five-year loan. If debt will be used every seven years the earning 
method will be easiest to apply by assuming the debt is constant. This will even the 
earning flow and result in the same answer as earnings capitalization. The 
discounted cash flow method should also not reflect debt service, but only a con­
tinuing stream of interest payments in which it must reflect the additional purchase 
of equipment every seven years. The calculation of a five-year discounted cash 
flow, including the debt repayment, will understate the value of the business. 
Exhibit 5-3 presents discounted future earnings and exhibit 5-4 discounted future 
cash flow.
EXHIBIT 5-3. Discounted Future Earnings
Year
1 2 3 4 5 Residual
Fees $300,000 $300,000 $300,000 $300,000 $300,000
Managers’ salaries $ 45,000 $ 45,000 $ 45,000 $ 45,000 $ 45,000
Other salaries 50,000 50,000 50,000 50,000 50,000
Payroll taxes 
and benefits 19,000 19,000 19,000 19,000 19,000
Rent 24,000 24,000 24,000 24,000 24,000
Supplies 15,000 15,000 15,000 15,000 15,000
Insurance 5,000 5,000 5,000 5,000 5,000
Depreciation 30,000 30,000 30,000 30,000 30,000
Interest 21,000 21,000 21,000 21,000 21,000
Total expenses $209,000 $209,000 $209,000 $209,000 $209,000





Present value at 20% $ 75,833 $ 63,194 $ 52,662 $ 43,885 $ 36,571 $182,854
Value $455,000
However, the discounted cash flow would be calculated as follows:
70 Mergers and Acquisitions of CPA Firms
EXHIBIT 5-4. Discounted Future Cash Flow
Year
1 2 3 4 5 Residual
Fees $300,000 $300,000 $300,000 $300,000 $300,000
Managers’ salaries $ 45,000 $ 45,000 $ 45,000 $ 45,000 $ 45,000
Other salaries 50,000 50,000 50,000 50,000 50,000
Payroll taxes 
and benefits 19,000 19,000 19,000 19,000 19,000
Rent 24,000 24,000 24,000 24,000 24,000
Supplies 15,000 15,000 15,000 15,000 15,000
Insurance 5,000 5,000 5,000 5,000 5,000
Debt service 55,397 55,397 55,397 55,397 55,397
Total expenses $213,397 $213,397 $213,397 $213,397 $213,397
Net cash flow $ 86,603 $ 86,603 $ 86,603 $ 86,603 $ 86,603
Expected future 
cash flow $ 86,603
Discount rate 20%
Residual value $433,015
Present value at 20% $ 72,169 $ 60,141 $ 50,117 $ 41,765 $3 4,804 $174,019
Value $433,015
The flaw in the discounted cash flow method, as presented, is that the principal pay­
ment on the debt becomes a surrogate for the replacement of the equipment. 
However, the replacement cost is covered in the first five years and no benefit is 
given for the years in which no cash must be set aside.
In addition, capital expenditures may not occur evenly over time and a 
given number of years in the cash flow projections may understate or overstate the 
expenditures required.
The problem with using cash flow instead of earnings is similar to the issue 
of cash versus accrual basis accounting, that is: Is the current cash flow repre­
sentative of the actual future conditions of the company, or is it subject to more 
volatility than earnings? Frequently, as shown in the step-by-step approach, the 
discounted cash flow value is calculated by projecting a few years and then the 
residual value is calculated. If the residual time period has a predictable earnings 
stream but a varying cash flow, then the calculation is flawed. For example, if the 
debts of the business will be reduced or paid off then in the future the cash flow 
will improve and this factor will not be considered. In addition, as the debt level 
goes down the risk is reduced and the discount rate should also go down. Some 
experts feel that earnings can do a better job of predicting future values and cash 
flow than cash flow does.
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where
CF1 = Cash flow one year into the future
D1 = Discount rate on CF1
CF2 = Cash flow two years into the future
D2 = Discount rate on CF2
CF3 = Cash flow three years into the future
D3 = Discount rate on CF3
n = The first year cash flow is deemed to stabilize or grow indefinitely at 
a constant rate
CFn = Cash flow in year n
Rn = Capitalization rate on the future cash flow stream CFn 
Dn = Discount rate on the residual value
Procedures
The procedures used are as follows:
1. Prepare a forecast of the cash flows for the firm you are acquiring in a 
format that is similar to your firm’s format for as many future years necessary 
before the firm becomes stable and no growth or a growth at a constant rate 
is foreseen.
2. For the year that represents the stable future cash flows, perform a value 
calculation by dividing cash flows by the capitalization rate to determine the 
residual value at that point in time.
3. For all years, apply a discount rate to bring the future value back to a present 
value.
Table 5-4 provides a calculation worksheet.
The equation for discounted cash flow is as follows:
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TABLE 5-4. Discounted Future Cash Flow Calculations












Advantages and Disadvantages of the Method
Some advantages of the discounted cash flow method are that—
• It is an excellent method where there is a short-term income stream that will 
terminate. However this is not usually the case in a CPA practice.
• It provides a method to address specific changes in operation over time.
• It has strong theoretical support.
Some of the disadvantages are that—
• The method as used in practice is misapplied in some cases as it may not 
represent the future cash flows.
• It is speculative to project growth rates into many future years and provides 
a more risky valuation.
• It takes more effort to calculate the value.
Summary
In the acquisition of a practice two valuations need to be calculated. One is the 
value of the practice as it stands alone and should be used for the basis in estab­
lishing a price, and the second value is the incremental value it will produce to the 
acquiring firm. Each acquisition’s circumstances will dictate the method to use. 
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Although excess earnings is probably the most frequently applicable method in 
determining the acquisition price, either excess earnings with a modification of the 
normalized earnings or the discounted future earnings may be the more prevalent 
way to determine the value to the acquiring firm.
If there is a merger contemplated then the excess earnings method has the 
potential of providing a consistent capitalization method for the firms and also pro­
vides a method of recognizing the capital contributions of the two firms. It may 
also be helpful in determining equity retention of the various owners in starting the 
firm out on a fair basis for all the owners.
Asset Values
Three asset methods might be considered in the valuation of CPA practices. 
They are:
1. The liquidation method
2. The book value method
3. The adjusted book value method
The Liquidation Method
The liquidating value approach values the practice by summing the liquidation 
values of the firm’s assets. This method assumes the firm is not a going concern and 
concludes that its value is simply the amount that would be realized at sale. The 
only time to use this method would be if the practice had ceased to operate, such 
as after the death of the practitioner, and there was little chance of retaining clients. 
Thus, this would be a value for the seller. However, under such circumstances, 
there would be little reason for a buyer to purchase the firm at all.
The Book Value Method
The book value method estimates the value of the firm using the accounting value 
of the equity. Except in regulated utilities, where income may be determined by a 
return on book value, this method has little merit. As CPAs we realize that gener­
ally accepted accounting principles do not reflect current value, and that the 
reliance on book value of assets, in most cases, demonstrates a lack of appreciation 
of what the accounts represent. The exception to this is when the assets are such 
that book value approximates current values or the differences are not material to 
the valuation process. Nonetheless, I have seen other professions buy sell agree­
ments that call for a valuation at book value. In a recent survey, 12 percent of those 
questioned who were members of appraisal societies and 21 percent of those ques­
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tioned who were accountants or members of The Financial Management Asso­
ciation indicated that book value was the most practical method in some valuation 
circumstances (Dukes, Bowlin, and Ma, 1992).
This method most frequently appears when addressing the value of a minority 
owner in an existing practice. There may be a statement in one of the documents 
that the ownership will be purchased or sold at book value. As with other areas of 
our practice, we need to look at substance over form. On closer examination, one 
usually finds that the actual purchase and sale of goodwill is hidden in some other 
provision between the owners. I have found this to be the case in several practice 
valuation situations.
For example, let us assume that a small practice has two owners. The senior 
owner has been with the practice for thirty years and the new junior owner had been 
on staff for fifteen years. The senior owner agrees to sell half the practice for 50 
percent of book value ($70,000) with no goodwill cost. However, since he started 
the practice, he sets his salary at $90,000 and the junior owner’s at $65,000 for the 
next ten years, after which time the salaries will be equal. All profits will 
be split equally. The practice has gross fees of $600,000 and net income before 
owners salaries of $200,000. The question becomes whether there is any justifica­
tion for the salary spread. Does the senior owner bill at a higher rate than the other 
owner, or is the senior owner bringing so much business into the firm that the addi­
tional compensation is justified? If not, and if the primary justification for the 
higher salary is that he started the firm or some other seniority reason, then there is 
goodwill being paid for. In fact, the practice may be overpriced.
Let us assume that both should be paid $65,000 and the appropriate capi­
talization rate is 25 percent. If we used the earnings capitalization method the value 
would be as shown in exhibit 5-5.
EXHIBIT 5-5. Calculation of Value
Gross fees $560,000




Value of the firm $280,000
The fair price for the new owner should be $140,000 for half the practice. The new 
owner paid $70,000. However, he also sacrificed his half of the salary spread 
between the two owners. Using a present value calculated presuming 8 percent is 
an appropriate rate, the loss of future earnings is $83,876, as shown in exhibit 5-6. 
Therefore, the actual price paid is $153,876. The new owner is being asked to pay 
more than the interest is worth.
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EXHIBIT 5-6. Calculation of Loss of Future Earnings
Year Senior owner Junior owner Difference Present value
1 $90,000 $65,000 $ 25,000 $ 23,148
2 90,000 65,000 25,000 21,433
3 90,000 65,000 25,000 19,846
4 90,000 65,000 25,000 18,376
5 90,000 65,000 25,000 17,015
6 90,000 65,000 25,000 15,754
7 90,000 65,000 25,000 14,587
8 90,000 65,000 25,000 13,507
9 90,000 65,000 25,000 12,506
10 90,000 65,000 25,000 11,580
Total $167,752
Present value of loss of future earnings (one half) $ 83,876
Sometime situations are less obvious. The compensation may be based upon profit­
ability, a fair approach if the owners have an equal chance of attaining profitability. 
However, if this is not the case and a new owner is not given an equal opportunity, 
by assignment of clients, for example, then the new owner should pay for the new 
share based upon his or her potential for profitability, not the overall firm value.
For example, a new owner is brought into a firm that will now have three 
co-owners. The compensation of the owners is driven by profitability. Owner A has 
a long-time, large, profitable client and the compensation formula is based upon 
profitability of the accounts handled. Owner A feels that this is only fair since he 
has nurtured this client over the years, provides a great deal of ancillary services 
each year, and it is through his hard work that this client contributes so much to the 
profitability of the firm. The firm earns $500,000 before owners salaries and the fair 
owners salaries for owners in this practice is approximately $90,000 per owner. 
Thus, the firm has $230,000 earnings after fair salaries. Let us further assume that 
the appropriate capitalization rate is 20 percent. Using the earnings capitalization 
method, the practice has a value of $1,150,000.
However, the projected earnings of the three owners is as shown in 
exhibit 5-7.
EXHIBIT 5- 7. Projected Earnings
Owner Salary Profit split Total
A $180,000 $ 40,000 $220,000
B $100,000 40,000 140,000
C $100,000 40,000 140,000
Total $380,000 $120,000 $500,000
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Owner C is being sold the earnings power of $140,000 since the fair com­
pensation for this person’s efforts is $90,000, the earnings stream being purchased 
is $50,000. Since the capitalization rate is 20 percent, the value is $250,000. Owner 
A may object, since one-third the firm’s value is over $383,000. However, it should 
be pointed out to A that he is not selling one-third the firm. C has not purchased 
equal rights to the profitability of A’s clients and should not be expected to pay for 
those rights.
Comparable Sales
Valuing a practice is not a precise science. A valuator uses various data on which 
to base a series of subjective decisions regarding his or her expert opinion as to fair 
market value. Obviously, if fair value is already established by sales within the 
practice, reliance may be placed on it.
Sales of practice ownerships do take place. If the circumstances are such 
that there appears to have been sound valuation techniques employed in connection 
with these sales, they may affect your decision on value. However, there are factors 
to consider in looking at sales of ownership interest.
A major determinant to whether a transaction is indicative of value at the 
valuation date is timing. Two factors come into play here. When did the transaction 
take place and when was the price negotiated? The more time between the trans­
action and the valuation date, the more likely general economic conditions and the 
outlook for the practice may have changed. In addition, no matter how close 
together these two events occur, internal factors must be looked at closely. Changes 
in key owners, client retention, and changes in staff can have a relatively sudden 
impact on the firm.
The size of the transaction is also important. Sale of a small partial interest 
may be persuasive if you are purchasing a like interest but may not be relevant for 
a purchase of the firm. The lack of control in the firm coupled with compensation 
agreements favoring the majority owner can distort the value of partial interests.
Gross Fee Multiples
This is not technically a valuation method. It is an industry rule of thumb that prac­
titioners use. It is difficult to apply a rule of thumb if an actual valuation of an 
existing practice is involved where the practice characteristics will not change. The 
next chapter will discuss this rule of thumb in detail and explain its use in terms of 
earnings capitalization.
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Value of an Established Practice
This discussion primarily addresses a value to the buyer, and technically not a 
value to the seller. This method most frequently is considered when a young CPA 
is purchasing the practice of a retiring CPA. However, a firm looking to acquire 
the practice of a retiring practitioner will want to be aware of the logic behind 
the valuation. The process is not really the inherent value of the practice but may 
be used as such in some cases. This method would not be appropriate in most 
valuation circumstances where the inherent value of the practice itself is being 
calculated. On the other hand, it can be of value to the individual purchasing 
the practice.
If we were to look at a CPA practice owned by a retiring CPA that was 
earning approximately the average fair compensation for a CPA (let’s say $70,000), 
the normalized earnings would be the earnings less fair compensation and there­
fore zero. Therefore, using any of the earnings or cash flow models the value of the 
practice would be zero. However for many young CPAs wanting their own 
practice there is genuine value to a practice making average income. The value is 
twofold. First, one cannot start out and make average earnings right from inception. 
And, second, while a purchase of a practice may be financed by the old owner or a 
bank, no one is willing to finance initial cash flow needs when a CPA is starting out 
from scratch (excluding a rich relative now and then). An additional advantage 
might be the mentoring the young practitioner may receive from the experienced 
practitioner. Suggesting services to clients, presenting bills that are larger than 
expected, and other practice management skills are not learned in college or 
studied in preparation for the CPA exam.
The principle of valuation that needs to be applied in this case is to measure 
the lag in the earnings that would be present if a practice is started from scratch. 
Therefore, the income when starting out on your own versus the income received 
when buying a practice must be measured. The buyer is looking to avoid the low- 
income start-up years of the new practice.
Procedure
The valuation procedure is as follows:
1. Estimate the income earned from a start-up practice for as many years as nec­
essary for the practice to make what the established practice in question would 
make.
2. Estimate what the established practice would make for the same time period 
without consideration of the purchase price.
3. Calculate the annual difference.
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4. Calculate the present value of the differences.
Table 5-5 provides a calculation worksheet.



















The case in chapter 9 provides a calculation of this value. See exhibit 9-17 in 
chapter 9.
The amount should be reduced by the present value of any salary that is to 
be paid to the retiring practitioner during the transition since it will reduce the 
buyer’s earnings during that period.
A firm wishing to purchase the practice would, as with any practice, want 
to see how desirable the clients of the practice are. Then, if the firm has a need for 
additional volume, for the development of staff for example, it might weigh the 
costs of developing business internally with what it might be able to acquire and 
retain the clients of the retiring CPA.
If the acquired practice has staff that are to be retained, there is also a value 
to the staff in place. Recruiting, hiring, and training staff has a cost and this can 
also be estimated and added to the value of the practice in place or factored into the 
reduced income of establishing a practice from scratch.
Chapter 6
Final Steps: Structuring the 
Agreement and Completing the 
Merger or Acquisition
There is a significant difference between the value of a practice and the actual 
terms and structuring of a deal. Frequently, offers are made in terms of multiples 
of gross fees, which is a rule-of-thumb approach, not a valuation methodology. 
Also, various risk, cash flow, and tax considerations are important. This chapter 
will consider how to construct the actual agreement.
Reconciliation of the Gross Fee Method and 
the Earnings Capitalization Method
Many CPAs still think of the value of their firm in terms of a multiple of gross fees, 
with one times gross being the figure most often used. The AICPA MAP Handbook 
states, “Recent prices are trending downward with many firms selling for 75 to 
90% of gross fees. A less than average firm with a narrow client base or low fee 
structure may be priced at 75% of gross fees or less” (chapter 107, page 6). The use 
of rules of thumb such as this does not translate into a firm value. Even if as an 
industry CPA firms average one times gross, it does not mean that any particular 
firm has that value. There is too much variance between firms in their client base 
and profitability to make the rule of thumb useful without modification.
Previous Studies
In May 1993 The CPA Journal published research I performed using a capitaliza­
tion of earnings calculation on 130 firms from a MAP survey and found that even 
at a capitalization rate as low as 14 percent, over 60 percent of the firms sampled 
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had a value of less than one times gross fees. In addition, at a capitalization rate of 
20 percent, 40 percent of the firms had a gross fee multiple of less than 50 percent. 
The full calculations are shown in exhibit 6-1.
EXHIBIT 6-1. Percentiles of Firm Value as a Multiple of Gross Fees
Capitalization rates
Percentile 14% 76% 18% 20% 22% 24%
20 0.4 0.4 0.3 0.3 0.3 0.2
40 0.7 0.6 0.5 0.5 0.4 0.4
50 0.8 0.7 0.6 0.6 0.5 0.5
60 0.9 0.8 0.7 0.7 0.6 0.6
80 1.4 1.2 1.1 1.0 0.9 0.8
100 3.3 2.9 2.5 2.1 2.1 1.9
(Lippitt and Mastracchio, CPA Journal, May 1993, page 30)
If one presumes that a growth factor is added to actual valuations, then the 14 per­
cent rate may be reconciled with capitalization rates of 20 percent to 25 percent. 
But what of the one times earnings rule of thumb? I recently spoke with a con­
sultant to the CPA industry who specializes in merger and acquisition consulting. 
He stated that the going rate he sees is still one times gross fees or more. However, 
when fully explained it is one times retained gross fees and sometimes without 
interest. When asked about the retention rate, he stated that if it is a good merger 
the rate can be as high as 85 percent. If we were to convert these facts into a present 
value by the use of an example we might assume a practice of $1,000,000 where 
$850,000 is retained and paid 20 percent per year over five years. The present value 
calculations, using 8 percent, are shown in exhibit 6-2.
EXHIBIT 6-2. Actual Multiple of Gross Fees
Year Gross Payment Present value
1 850,000 170,000 157,407
2 850,000 170,000 145,748
3 850,000 170,000 134,951
4 850,000 170,000 124,955
5 850,000 170,000 115,699
Total value $678,760
Thus the present value represents only a .68 multiple of gross, not 1.00 times.
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The Problem
Using multiples such as these is a problem since they are difficult to adjust when you 
know they are not appropriate. A few years ago, I was asked to value the practice of a 
small CPA firm where the gross fees were $450,000. The CPA owner was putting 
in 2,400 chargeable hours a year in a practice that was primarily compliance tax 
work. His staple was small tax returns and many were under $100. In fact, the aver­
age was $75. For the effort he was putting in, the practice, before a salary for 
himself, was only earning $80,000. I thought it was pretty obvious that the practice 
was not worth very much beyond its asset values. In fact, I thought that the value 
of an established practice was the maximum it was worth. The valuation was 
requested because of a matrimonial action. The spouse had an expert who testified that 
he thought the practice was worth $675,000. The basis of his valuation was that, in 
many circumstances, he paid 1.5 times gross. Upon cross-examination he admitted 
that the 1.5 times was over ten years, based upon retention without interest. He also 
admitted that most of this practice’s clients would not be accepted by his firm if 
they walked through the door and they did not have to pay anything for them (his 
firm minimum at the time was $400 for a tax return). Clearly this practice should 
not be valued based upon the rule of thumb. In fact, it is only coincidentally when a 
practice matches the industry average that an industry rule of thumb has any validity.
Reconciliation
If one is purchasing a strong practice where the risk of retention is on the seller then 
the multiple of one times gross probably is a good guide. However, this is not of 
great help if the circumstances change and the practice is not strong or the reten­
tion risk is on the buyer. What the consultants and practitioner fail to realize is that 
when they purchase the practice at one times gross they are not valuing the firm at 
that number; in fact, they are taking a firm that they like and eliminating the risk of 
retention by proposing a price based on retention. There would certainly be firms 
they would not make the offer to at all and the offer would be lower, if made at all, 
when the buyer assumes the risk.
Let us try to reconcile the gross fee multiple to earnings capitalization. I will 
use the Texas Society statistics published in the AICPA MAP Handbook as a guide.
Consider the statistics for firms with fees of $400,000 to $1,000,000, shown 
in exhibit 6-3. The statistics are similar to the data for the top 25 percent of firms.
EXHIBIT 6-3. Firm Statistical Data
Realization probability 100%
Cost of labor as percent of sales 48%
Billing rate multiple 3.5
Realization rate 92%
Productivity rate 65%
Overhead cost as percent of sales 25%
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• The realization probability is set at 100 percent because we presume that all 
risks of retention will be borne by the seller.
• The cost of labor is derived from the typical employees in the statistics times 
the average compensation.
• Owner’s compensation is an interpolation based upon billing multiples and 
owner billing rates. The fair compensation is estimated at approximately 
$70,000 per owner.
• The billing rate multiple is based upon the distribution of billing rates 
presented.
• The realization rate is rounded to an even 92 percent. The realization rate 
provided did not distinguish between support and professional staff and the 
percent is rounded up slightly to adjust for rounding in the equation.
Could this firm be worth one times gross fees? First, let’s express the firm 
profits in an equation.
Future sales = Realization probability X Cost of labor
X Billing rate multiple X Realization rate X Productivity rate 
Future income = Future sales — Cost of labor — Cost of overhead
Solving these equations we have
Future sales = 1 X .48 sales X 3.5 X .9 X .65
Future sales = sales
Future income = sales — .48 sales — .25 sales
Future income = .27 sales
To have this firm be worth one times gross we can use a capitalization rate 
of 27 percent, a fairly reasonable rate for a professional firm.
where
V = The value of the firm
E = The adjusted earnings of the firm
R = The appropriate rate of capitalization
     .27 salesV =----------- = sales
.27
Any firm that this firm acquires that can fit this profile will reasonably 
be purchased at one times gross. However, if the firm cannot produce at the same 
efficiency the firm is worth less, and if it can do better, it is worth more.
Structuring the Agreement and Completing the Merger or Acquisition 83
Adjustment for Variances
Assume that the firm’s experience is that the costs associated with an acquired firm 
quickly come in line with its firm. However, the attributes of retention, billing rate 
multiples, realization, and productivity are difficult to change due to the character­
istics of the client base. When the firm buys a practice on a retention basis these 
difficulties do not concern them as much since it forces the changes and experi­
ences client fallout that it will not pay for. However, if retention is their risk, the 
value would change as the assessment of risk changes.
There is an infinite combination of these factors that can be considered. 
However, they all can be solved algebraically as follows:




Rt = Retention probability
C = Cost of labor as percent of sales
O = Overhead cost as percent of sales
B = Billing rate multiple
Rr = Realization rate
P = Productivity rate
S = Sales
Exhibits 6-4 through 6-7 illustrate results of changes in the variables of 
changes in retention probability, billing rate multiple, realization, and productivity.
EXHIBIT 6-4. Change in Retention Probability
Percent of clients retained 1.00 0.98 0.96 0.94 0.92 0.90 0.85
Cost of labor (% sales) 0.48 0.48 0.48 0.48 0.48 0.48 0.48
Billing rate multiple 3.50 3.50 3.50 3.50 3.50 3.50 3.50
Realization rate 0.92 0.92 0.92 0.92 0.92 0.92 0.92
Productivity rate 0.65 0.65 0.65 0.65 0.65 0.65 0.65
Total 1.00 0.98 0.96 0.94 0.92 0.90 0.85
Cost of labor (% sales) 0.48 0.48 0.48 0.48 0.48 0.48 0.48
Overhead (% sales) 0.25 0.25 0.25 0.25 0.25 0.25 0.25
Net income 0.27 0.25 0.23 0.21 0.19 0.17 0.12
Capitalization rate 0.27 0.27 0.27 0.27 0.27 0.27 0.27
Value as multiple of sales 100% 93% 85% 78% 70% 63% 44%
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EXHIBIT 6-5. Change in Billing Rate Multiple
Percent of clients retained 1.00 1.00 1.00 1.00 1.00 1.00 1.00
Cost of labor (% sales) 0.48 0.48 0.48 0.48 0.48 0.48 0.48
Billing rate multiple 3.50 4.00 3.80 3.60 3.40 3.20 3.00
Realization rate 0.92 0.92 0.92 0.92 0.92 0.92 0.92
Productivity rate 0.65 0.65 0.65 0.65 0.65 0.65 0.65
1.00 1.15 1.09 1.03 0.98 0.92 0.86
Cost of labor (% sales) 0.48 0.48 0.48 0.48 0.48 0.48 0.48
Overhead (% sales) 0.25 0.25 0.25 0.25 0.25 0.25 0.25
Net income 0.27 0.42 0.36 0.30 0.25 0.19 0.13
Capitalization rate 0.27 0.27 0.27 0.27 0.27 0.27 0.27
Value as multiple of sales 100% 156% 133% 111% 93% 70% 48%
EXHIBIT 6- 6. Change in Realization
Percent of clients retained 1.00 1.00 1.00 1.00 1.00 1.00 1.00
Cost of labor (% sales) 0.48 0.48 0.48 0.48 0.48 0.48 0.48
Billing rate multiple 3.50 3.50 3.50 3.50 3.50 3.50 3.50
Realization rate 0.92 0.86 0.87 0.88 0.89 0.90 0.91
Productivity rate 0.65 0.65 0.65 0.65 0.65 0.65 0.65
1.00 0.94 0.95 0.96 0.97 0.98 0.99
Cost of labor (% sales) 0.48 0.48 0.48 0.48 0.48 0.48 0.48
Overhead (% sales) 0.25 0.25 0.25 0.25 0.25 0.25 0.25
Net income 0.27 0.21 0.22 0.23 0.24 0.25 0.26
Capitalization rate 0.27 0.27 0.27 0.27 0.27 0.27 0.27
Value as multiple of sales 100% 78% 81% 85% 89% 93% 96%
EXHIBIT 6-7. Change in Productivity
Percent of clients retained 1.00 1.00 1.00 1.00 1.00 1.00 1.00
Cost of labor (% sales) 0.48 0.48 0.48 0.48 0.48 0.48 0.48
Billing rate multiple 3.50 3.50 3.50 3.50 3.50 3.50 3.50
Realization rate 0.92 0.92 0.92 0.92 0.92 0.92 0.92
Productivity rate 0.65 0.76 0.72 0.68 0.64 0.60 0.56
1.00 1.17 1.11 1.05 0.99 0.93 0.87
Cost of labor (% sales) 0.48 0.48 0.48 0.48 0.48 0.48 0.48
Overhead (% sales) 0.25 0.25 0.25 0.25 0.25 0.25 0.25
Net income 0.27 0.44 0.38 0.32 0.26 0.2 0.14
Capitalization rate 0.27 0.27 0.27 0.27 0.27 0.27 0.27
Value as multiple of sales 100% 163% 141% 119% 96% 74% 52%
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Risk and Cash Flow Considerations
As with any sale of a business, the seller would like to see the cash up front while 
the buyer would rather pay over time. The important thing to remember is that a 
value based upon the methods discussed in this book presumes a present value 
equal to the value. Therefore, any deferred payment would either specifically incor­
porate interest or the price would rise if no interest is provided. If the terms include 
a percentage of gross and a retention provision, frequently the payments are timed 
to coincide with the time that each contingency passes. For example, if there is a 
five-year payout that is based upon the percentage of gross for each of the years, 
the payout period would also be over five years. I have seen terms that pay an 
owner a guaranteed amount at the time of closing with a contingent amount over 
time. I have also seen agreements call for fixed payments over ten years 
or less.
Frequently the capital account or in a corporation the percentage of book 
value is paid relatively quickly while the goodwill portion is payable over time with 
a schedule that allows for future earnings to fund the payments.
Tax Considerations
Part of the negotiations may include a consulting agreement with the selling party 
over a period of time. If the buying party thinks that the compensation is excessive, 
it may prefer to adjust the selling price and leave the compensation alone if there 
are tax benefits to an immediate write-off of the price. Other structuring may also 
be conducted with a tax motivation in mind. However, with the change in the tax 
law that provides the same treatment for goodwill and covenants not to compete 
and the like, some of the provisions of buyouts may become simpler than in 
the past.
Final Steps to Consider
There is much work to be done for a successful merger or acquisition. Table 6-1 
provides a checklist of what needs to be considered.
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TABLE 6-1. Postmerger Checklist
Assigned to Date completed
Notification of personnel
Bulletins to staff members _____________ ____________
Meetings to answer questions _____________ ____________
Social for staffs to meet _____________ ____________
Announcements to clients
Personal visits to key clients _____________ ____________
Letters or announcement cards to others _____________ ____________
Managing partner letter to all clients _____________ ____________
Announcement to public
Personal visits to key referral sources _____________ ____________
Letters or announcement cards to
referral source _____________ ____________
Letters to alumni of the firm _____________ ____________
Notification to AICPA and state society ____________  ____________
Press release _____________ ____________
Compliance
Compliance with state registration _____________ ____________
Bank account changes _____________ ____________
Changes in insurance coverage _____________ ____________
Office
Notify vendors _____________ ____________
Stationery revisions _____________ ____________
Business cards _____________ ____________
Checks _____________ ____________
Name on building directories _____________ ____________
Name on doors _____________ ____________
Decide how telephone is to be answered ____________  ____________
Telephone numbers _____________ ____________
Telephone listing _____________ ____________
Internal accounting
Decide on bank account consolidation _____________ ____________
Revise financial budgets _____________ ____________
Determine work-in-process and accounts
receivable as of merger date _____________ ____________
Establish staff and clients on time and
billing system _____________ _____________
Structuring the Agreement and Completing the Merger or Acquisition 87
TABLE 6-1. Postmerger Checklist (continued)
Assigned to Date completed 
Human resources issues
Directories of owners and staff _____________ _____________
Compensation policies ____________  _____________
Hours _____________ _____________
Overtime ____________  _____________
Compensatory time ____________  _____________
Employment contracts _____________ _____________
New business bonus _____________ _____________
Other bonuses ____________  _____________
Get goals for new personnel completed ____________  _____________
Employee benefits _____________ _____________
Health insurance ____________  _____________
Dental ____________  _____________
Disability ____________  _____________
Life ____________  _____________
Vacations and holidays _____________ _____________
Personal and sick ____________  _____________
Entertainment _____________ _____________
Develop relocation plan if applicable _____________ _____________
Orientation meetings ____________  _____________




Accounting and reporting _____________ _____________
Tax _____________ _____________
Staff personnel ____________  _____________
Quality control _____________ _____________

Chapter 7
Adjustments to the Financial 
Statements
A unique aspect of valuation is the subordinate position given to generally accepted 
accounting principles (GAAP) and the Internal Revenue Code. The mission, when 
doing a valuation, is to determine economic reality on a current value basis. When 
there are differences between economic sense and accounting conventions, eco­
nomic sense should prevail. The valuator is trying to determine the economic value 
of the practice and therefore the financial statements should be adjusted to reflect 
economic value.
Balance Sheet
Valuation methods vary in their use of the balance sheet in the valuation process. 
However, in all cases the actual value of the net assets of the firm is important. 
It will either be directly used or will be an influencing factor relating to the risk 
associated with the firm and the resulting capitalization rates.
Thus, for the capitalization of earnings methodology the net asset value will 
influence the capitalization rate. One of the criticisms of using capitalization of 
earnings is that the value of the assets is not used. I have had the owner of a busi­
ness state that since that methodology simply capitalizes income, he could borrow 
money, take substantial sums out of the business, and not affect the resulting value. 
This is theoretically incorrect for various reasons. First, interest expense would 
have to be considered and it would reduce the income. Second, Modigliani and 
Miller (“The Cost of Capital, Corporation Finance and the Theory of Investment,” 
The American Economic Review, June 1958, pages 261-297) demonstrated that 
every firm has a total rate of return. Excluding income tax effects, the existence of 
debt affects the rate of return on equity in a manner that keeps total value constant. 
Third, there is an equivalent return classification. That is, there is a degree of homo­
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geneity within an industry group, such as CPA firms, and the capitaliza­
tion rate assumes that the debt-equity ratios are approximately the same if one is 
deriving a capitalization rate from the group. If the practice being valued has a sub­
stantially different debt-equity ratio, the capitalization rate must change.
Earnings capitalization methods must have a complete review of the balance 
sheet for the appropriateness of the level of debt and the nature of the assets that 
are in the business.
Asset Adjustment
In larger practices, two sets of books may be in existence, one set on a cash basis 
for Internal Revenue Service purposes and another on an accrual basis for manage­
ment purposes. For valuation purposes, the accrual basis is the more appropriate 
method to use as a starting point. If the CPA has a small practice and only a tax 
basis is available, adjustments to an accrual basis should be made if the informa­
tion is available.
Cash
Cash would normally be valued at its face value. However, in many practice situa­
tions, especially in unincorporated entities, the selling practitioner expects to retain 
the cash at the time of the transfer. To some extent, this may be acceptable if the 
cash is deemed to be a non-operating asset in excess of operating needs and is 
treated accordingly. However, the practice must have working capital to run. The 
valuation process assumes that this is the case, and the extraction of the cash 
needed for operations has a direct inverse relationship to the value of the practice, 
for the new owner must replace the cash to operate the practice.
Accounts Receivable
The accounts receivable may require adjustment. The valuator should inquire into 
the collectibility, age, and nature of the accounts and come up with a reasonable 
estimate of uncollectables that offsets the balance. One way to do this is to borrow 
from the tax practice and apply the Black Motor Company formula (42-1 USTC 91 
9265, 28AFTR 2d 1193 [CA-6, 1942]), which calls for an analysis of the previous 
six years to provide a basis for estimating the proportion of actual bad debts to 
year-end receivables.
For example, an investigation of the last six years provides the figures 
shown in exhibit 7-1.
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EXHIBIT 7-1. Summary of Bad Debts
Previous year Year-end receivables









Bad debts may therefore be assumed to be 1 percent of the receivables ($9,500/ 
$950,000). If the old owners are guaranteeing the receivables, the calculation 
may be warranted to estimate a reasonable bad debt expense for the normalized 
income statement even though there may be no balance sheet adjustment. If a par­
tial interest is involved, a determination will need to be made of who bears the risk 
of any bad debts.
If material, accounts receivable may be discounted to their present value. 
However, typically normal collection time delays are ignored.
Work in Progress
One of the difficulties in valuing the assets of many professional practices, includ­
ing CPA firms, is the valuation of work in process. Many CPAs do not progress bill 
all clients and therefore have unbilled work at the end of any month. In some cases, 
minor charges are not billed at all but carried to the time when more substantial 
work will be conducted, resulting in the time being “buried” in that bill. In other 
circumstances, the minor time is billed separately but not until it accumulates to an 
amount deemed worthy of billing. When a substantial job is in process, the billings 
may not exactly coincide with the work in process, with the resultant work-in­
process balance being either positive or negative in amount. An examination of the 
age and magnitude of work in process and the analysis of normal realization rates 
may have to be undertaken to determine the value. This effort may range from the 
rather straightforward, such as looking at work-in-process computer runs, to a 
complicated probability analysis, if the practice has the type of work that allows for 
a contingency fee. As a practical matter, the analysis can usually be done with a 
great deal of help from the current practice owners and the results are usually 
known in short order so that some or all of the balance may be subject to indemni­
fication or adjustment in the income statement. In any case, any prior under­
billings or minor charges that are anticipated to be buried in the next bill should be 
eliminated. For ongoing work, the issue of when the write-off or write-up of stan­
dard should be recognized can be at issue.
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For example, one client has an audit being conducted at the time of the sale 
of the practice. Work in process and billings to date are $32,000. The final standard 
fee for the audit is $70,000 and the agreed-upon fee that is billed to the client 
is $60,000. The issue is when the $10,000 write-off should take place. The old 
owners may feel that it was the new owners’ inefficiency in learning the account 
that caused the write-off. The new owners may feel that they were handed an 
account that was already in trouble at the time they took over. For large accounts 
or large write-offs, prior years’ history and this year’s actual versus budget may 
yield the clue as to whether or not the work in process at the time of the sale should 
reflect a negative amount, and therefore a write-off. However, the client relation­
ship may have changed due to the sale and the historical results may not indicate 
the present situation. If the amount is not material, simplicity may call for a propor­
tionate write-off. Since about 46 percent of the job was completed at the time of the 
transfer, 46 percent of the write-off, or $4,600, may be booked as an adjustment at 
the time of the valuation. When a partial interest is involved, there may be no adjust­
ments made and the full consequences are reflected at the end of the job. If this is 
the case the write-downs should be estimated by the purchaser of the interest.
Inventories
In most practices, the inventories are not significant. Stationery will probably be 
changed and is usually at low levels at the time of the transition. The balance of 
supplies is typically not significant. However, if this is not the case, then the inven­
tories need to be valued. For balance sheet purposes the method should be current 
replacement cost and will probably be able to be sufficiently estimated by a calcu­
lation of first in, first out (FIFO) historical cost valuation of the inventory. If 
inventories are significant and are being placed on the books for the first time, then 
prior years’ inventories should be estimated so that the current income statement is 
not overstated by the inventory adjustment. Or, as an alternative, the adjustment 
may be ignored for the income statement, if inventory levels are estimated to 
be reasonably constant. For a partial interest transfer, the stationery may not be 
changed until a reorder is necessary and the current stationery is a valid, but prob­
ably immaterial, asset.
Prepaid Expenses
Typically, normal GAAP presentations will serve as an adequate basis for prepaid 
expenditures and other deposits. Thus, no adjustment should be necessary unless 
there are circumstances that make the account unusual.
Deferred Charges
Deferred costs of a nonrecurring nature that appear on the balance sheet awaiting 
amortization and having no current value should be eliminated for the purpose of 
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the valuation. Only those assets having a market value should be included. Thus a 
deferred tax asset may be included if the benefit is anticipated in the future.
Plant Assets
Real property should be subject to an independent valuation and in most cases 
a fair rent should be used for the practice valuation with the real property being 
considered a non-operating asset.
The objective of the valuation is to adjust the plant assets to their fair value, 
that is, to what it would cost to replace the existing assets with similar assets of the 
same capacity, age, and condition. This, of course, presumes that the assets are 
functional. Computer equipment is typically the most expensive asset, other than 
real estate, in the practice. The asset should be considered in light of its ability to 
function for the existing practice. When considering the value to the acquirer, it 
may be taken out if not useable in the new practice and the sale value used. 
However, as long as it was functioning in the old practice, it should be considered 
of value for the seller’s valuation and the value of a partial interest.
If the equipment is not of great significance, perhaps the fastest way to esti­
mate the value is to use depreciation schedules and adjust the depreciation to 
straight-line and a reasonable life. Equipment written off under Section 179 of the 
IRS Code should be included in the revised depreciation schedule.
Another alternative would be to use current replacement costs for new 
items and then use straight-line depreciation based upon economic life and age 
of the current equipment. This is better than using current depreciation because it 
recognizes the change in replacement cost from the original purchase price. 
However, using replacement cost is more time-consuming and may not be worth 
the effort.
There may be cases where a more extensive adjustment for the replacement 
of assets is warranted, especially when a major asset is near retirement. In this case 
depreciation may not be sufficient to reflect replacement cost and further adjust­
ments may be necessary. A full discussion of this topic can be found in “Valuing 
Small Businesses: Discounted Cash Flow, Earnings Capitalization and the Cost of 
Replacing Capital Assets” (Lippitt and Mastracchio, Journal of Small Business 
Management, July 1993, pages 52-61).
Assets Directly Written Off
There may be a variety of assets that have been directly written off to expense. As 
previously mentioned, the analysis of depreciation should include Section 179 
expenses for depreciable assets. In addition, other assets such as the firm library 
and furnishings may also have been charged directly to expense.
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Other Assets
This is perhaps the most difficult component of the balance sheet. First, nontan­
gible assets should be considered. For the most part these assets are eliminated 
from the balance sheet. However, if the asset is a marketable asset or a specifically 
purchased intangible (not goodwill or related assets), such as a copyright to some 
software, the asset should be included with the tangible assets. The inclusion of 
intangible assets may increase the expected rate of return if the investment in them 
is perceived to be of higher risk than the tangible assets. Intangibles related to the 
purchase of practices will be eliminated when the valuation methodology used 
calculates the entire goodwill of the firm. Intangibles that relate to debt financing 
really do not have a value in themselves. Any value that is related to debt at less 
than market rates will be reflected in the debt calculations.
After considering the intangible assets, decisions need to be made about 
whether the remaining other assets are essential to the operation of the practice or 
whether they are non-operating assets. Those assets that are essential to operations 
need to be valued the same as the rest of the assets discussed above. This may be 
as simple as determining the value of a receivable, or as complex as determining 
the investment in another business. Sometimes long-term receivables are not being 
held at prevailing interest rates. These receivables should be reflected at a current 
value using present value principles.
Staff
The staff of a CPA firm is certainly a valuable asset. This is particularly true if the 
firm has a successful record of staff retention. The firm staff may be valued by con­
sidering the cost of recruiting, hiring, and training replacement staff. An estimate 
can then be made of the percentage of time remaining by considering the average 
staff turnover for the firm and factoring in their retention.
Percentage remaining = 1 — (years with firm/average years staff retained)
However, if goodwill is to be determined, the staff value may be incorpo­
rated into the goodwill calculation which is the common method of accounting 
for staff value. Table 7-1 provides a guide to a separate valuation. Exhibit 7-2 
illustrates a valuation, where, for example, a firm has an average retention of its 
staff of ten years. Recruiting and hiring costs are estimated to be 10 percent and 
training costs to be 20 percent.
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cost Total Remain %
Total 
value
JM Mgr 7 $70,000 $7,000 $14,000 $21,000 $30 $ 6,300
JL Mgr 6 60,000 6,000 12,000 18,000 40 7,200
AB SR 5 50,000 5,000 10,000 15,000 50 7,500
GB SAII 2 35,000 3,500 7,000 10,500 80 8,400
CC SA 1 30,000 3,000 6,000 9,000 90 8,100
FV SA 1 30,000 3,000 6,000 9,000 90 8,100
Total value $45,600
Non-Operating Assets
When an entire practice is being acquired, non-operating assets are usually kept by 
the selling owners and are not part of the valuation process. However, where a frac­
tional interest is involved, these assets must be considered. Non-operating assets 
are assets that are not part of the operating function of the business. They may 
range from investment in stocks and bonds, to cash accounts, real estate, or invest­
ment in other ventures. Non-operating assets should be valued outside the prime 
practice valuation. In most cases, they will be subject to different rates of return 
considerations and are best handled separately. The related income and expenses 
are identified and eliminated from the operating income stream. The value of the 
non-operating assets is added to the value of the operating value to determine the 
total value of the practice.
Some of the assets are relatively easy to identify and adjust for. For exam­
ple, if the practice is holding excessive amounts of cash in money market accounts 
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and it is clear that the balances are not needed or are not going to be part of the 
acquisition then the cash and related income should be eliminated. In addition, if 
the practice has a line of credit or other types of debt and the amount of cash or 
other assets that will not remain in the practice is substantial, consideration might 
be given to the impact on the current debt. If banks or other creditors perceive the 
practice as a good credit risk because of the assets that will not remain, it may be 
that the interest rate on the debt will need to be adjusted as well.
Securities are another relatively simply adjusted non-operating asset. The 
dividends and interest should be eliminated from the income stream and the secu­
rities eliminated from the operating assets.
Real estate may or may not be non-operating or may be partially used in the 
practice and partially an investment. In most circumstances, the best way to 
approach real property in a CPA practice valuation is to consider the real property 
a non-operating asset and, to the extent that it is used in the practice, add a fair rent 
to the expenses to cover the occupancy.
Besides securities or real property that may be classified as other assets, 
the other common non-operating asset is cash surrender value of officer life insur­
ance. This asset should be considered as non-operating and the effect of the 
premiums and increases in cash surrender value should be eliminated from the 
income statement.
Related-Party Assets
Assets that involve related parties, such as stockholder loans, need to be examined 
to determine whether or not they would remain with the practice. If not, the entire 
effect of the asset and any related income and expense should be eliminated. If they 
are to remain, a determination needs to be made as to whether they need to be 
adjusted to fair market conditions.
Liability Adjustments
Non-Interest-Bearing Liabilities
Accounts payable, accruals, and other non-interest-bearing liabilities need to be 
examined to determine whether they are complete and whether the payment terms 
justify any discounting to present value. Usually this is not the case. However, if 
there is a debt that is significant in amount and payable over time without interest, 
discounting may be appropriate.
Interest-Bearing Debt
The practice may have obtained financing that is more favorable than the current 
market conditions. If this condition exists and the amount is material, the debt 
should be adjusted to its present value. In the discussion of intangible assets, it was 
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mentioned that the cost of obtaining debt is not considered a separate asset but that 
in effect it may be reflected in the debt. What was meant was the debt may be 
discounted and therefore accounted for at less than the face repayment amount. 
Thus, the result reached is similar to having an offsetting asset in the calculation of 
net tangible assets.
For example, the practice was able to obtain a job development loan from 
its local economic development agency on the purchase of $100,000 of computer 
equipment. The loan is payable over 120 months at 6 percent per annum. Current 
lending rates are 10 percent. The loan is one year old and the current balance on 
the loan is $92,472.70. The present value of the loan at 10 percent and the amount 
to include in the adjusted balance sheet is $78,857.50. Thus, the difference 
of $13,615 is recognized as the benefit of the loan by reducing the liability of 
$92,472.70 to $78,857.50.
Deferred Credits
Similar to deferred charges, the amounts that represent unearned income or other 
reasonable future obligations should be retained, while those amounts created as an 
accounting convention to accommodate the income statement handling of a trans­
action should be eliminated.
Unreported Liabilities
Various accounting conventions allow for unrecorded liabilities that should be 
recognized in an adjustment to economic reality.
Not many practices have a defined benefit retirement plan. However, if the 
practice does have a plan then the actual unfunded obligation needs to be recog­
nized. If the plan will terminate at the time of the acquisition, then the cost to 
terminate should be recorded as a liability.
Often, transactions in prior acquisitions or retirement of owners have the 
agreement cast in a way that gives a more favorable tax treatment than a straight­
forward stock or capital transaction. Therefore, some unrecorded liabilities may 
include covenants not to compete, deferred compensation, or other similar strate­
gies that must be recognized as a liability at the present value of the commitments.
Leases should be looked at to determine if they are above market rents and 
whether it is necessary to record a liability. For the buyer, if the present location is 
not to be continued the lease commitment would be a liability.
Deferred maintenance on present equipment and office space should also be 
considered. For example, a retiring practitioner may have let the equipment and 
facilities slide in anticipation of a planned retirement. If the staff needs to be 
updated on the use of computer equipment, then the cost to be incurred goes 
beyond the cost of the equipment but also includes training cost and lost time from 
billable activities.
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Malpractice issues also need to be investigated. If the practice has any 
pending suits they need to be evaluated. However, even if there are no suits out­
standing it is important to remember that most malpractice policies are on a 
claims-made basis. The cost of covering the prior acts of the merged-in practice (a 
malpractice tail coverage) should be considered if the transaction leaves the firm 
liable for these acts and is not covered in the current policy of the remaining firm.
Tax Liabilities
The adjustments made thus far on the balance sheet have been made with an effort 
to bring the assets to their current value. A point that has been ignored so far is that 
one of the benefits in purchasing a business asset is the ability to write that asset 
off for tax purposes. If the ability is not there because the asset has been depreci­
ated below its fair value, the value is reduced by the lack of tax benefit.
Another way to illustrate this is to consider the following example. Assume 
your practice is in New York City and you live in nearby Connecticut. You have a 
computer store near your home that is a reliable dealer. There is also a dealer near 
your office that you have used. Both are equally acceptable to you. Let us assume 
that you are looking to buy a PC setup with a list price of $10,000. The Connecticut 
store is offering it at $9,500 and the New York store at $10,000. You are inclined to 
purchase it at the Connecticut store. However, assume New York passed a tax law 
that states that if you purchase equipment within the state you may deduct the cost 
immediately on your tax return, but if you purchase the equipment outside the state 
it is not deductible at all. You are in the 8 percent bracket for New York taxes. Now 
the deal looks different to you. To be comparable to the $10,000 New York price 
the out-of-state price must be at $9,200. This is because there is no deductibility 
for the out-of-state PC. Thus, although the two computers are identical, one is 
worth less. The same can be said of an asset depreciated below the fair value. When 
considering the fair value of this asset the value must be reduced to the extent that 
the tax benefit of writing it off is not available.
Let us continue to consider assets in the same way as the above example. 
Assume that you can purchase real property that is fully deductible or an identical 
piece of property that is only 50 percent deductible. Both properties are identical 
and both have been appraised for the same price. Which would you purchase? 
Obviously, the one that is fully deductible; in fact, the other property would have 
to come down in value significantly to be preferred.
So it is with the valuation where an entire practice is being purchased. If 
you are going to own the assets, without a step-up in basis, then the assets should 
be reduced by the impairment to deductibility. On the other hand, if the assets are 
to be acquired with a new basis this is not necessary. Of course, in this case the old 
owner will actually experience an immediate tax consequence.
Each asset adjusted should reflect the fact that the fair market value may 
presume a tax benefit the lower basis asset does not have. Thus, the fair market 
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value needs to be adjusted. A simple method of taking these tax consequences into 
effect is to record a tax liability for the increase in fair market value over book 
value being recognized. The rate that is used is often the marginal tax rate of the 
business. It may be argued that this is too high for two reasons: first, the recogni­
tion will take place over time and may not cause an increase in marginal rates; and 
second, if the time period is extensive, the present value of the tax consequences is 
diminished. If conditions exist that make this true, the rate should be adjusted and 
the present value of the tax consequences recognized.
Examples of Balance Sheet Adjustments
Assume that we are acquiring a practice with a 1996 balance sheet as shown in 
exhibit 7-3.
EXHIBIT 7-3. Balance Sheet
Current assets
Cash
Cash in checking $ 40,000
Cash in money market 60,000
Accounts receivable 200,000
Work in process 70,000
Marketable securities 50,000
Prepaid insurance 7,000
Total current assets $427,000






Net plant assets $191,600
Other assets
Cash surrender value life insurance $ 30,000
Goodwill 35,000








Total liabilities and stockholders equity $683,600
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The following additional facts are known:
• The cash in the money market account has not been needed for operations and 
will be distributed to the old owners at the time of the transition.
• There is a $20,000 non-interest-bearing loan that is to one of the owners and 
will also be distributed prior to the transfer. In addition, there is an 18-month- 
old $15,000 receivable from a client who contested the bill and does not believe 
it is due. The client left the firm and it is the firm policy not to sue.
• The work in process includes $1,000 of miscellaneous telephone calls and other 
charges that are just being carried. They will not be billed as a separate item. 
A current job has been billed $60,000, its standard time. The job is a fixed fee 
at $75,000 and the anticipated standard to finish is $24,000.
• The marketable securities will be distributed to the owners prior to the transfer.
• The land and building has a fair market value of $300,000. The practice occu­
pies half the building and it has been decided to consider the building as a 
non-operating asset.
• The equipment has been written off using a five-year life. It is estimated that 
using a seven-year life will approximate the value of the equipment. The equip­
ment depreciation schedule is shown in exhibit 7-4.
EXHIBIT 7-4. Depreciation Schedule




Building 1986 $200,000 30 $70,000
Equipment
Desks 1990 12,000 5 12,000
Telephone system 1992 10,000 5 9,000
Copiers 1993 10,000 5 7,000
Fax 1993 2,000 5 1,400
Computers 1994 26,000 5 13,000
Computers 1995 20,000 5 6,000
Total $ 80,000 $48,400
• The underlying life insurance policies that provide the cash surrender value will 
be distributed to the owners prior to the transfer.
• There are three years remaining on a former owner’s covenant not to compete.
• The payment is $40,000 per year and the appropriate interest rate is 8 percent.
• The practice is in the 30 percent marginal tax bracket for income taxes.
An adjusted accounting for the balance sheet might be calculated as shown in 
exhibit 7-5.
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Cash in checking $ 40,000 $ 40,000 $ 40,000
Cash in money
market 60,000
Accounts receivable 200,000 180,000 165,000
Work in process 70,000 70,000 60,000
Marketable securities 50,000
Prepaid insurance 7,000 7,000 7,000
Total current assets $427,000 $297,000 $272,000
Plant, property,
and equipment
Land 30,000 $ 30,000 $300,000
Building 200,000 200,000
Equipment 80,000 80,000 80,000
Total 310,000 80,000 80,000 230,000 300,000
Accumulated
depreciation 118,400 48,400 33,801 70,000





Total other assets $ 65,000
Total assets $683,600 $328,600 $318,199 $160,000 $300,000
Liabilities
Accounts payable $122,000 $122,000 $122,000
Accrued expenses 12,000 12,000 12,000
Mortgage payable 100,000 100,000 100,000
Covenant not to compete 103,084
Tax liability -34,046 42,000
Total liabilities $234,000 $134,000 $203,038 $100,000 $142,000
Stockholders equity $449,600 $194,600 $115,161 $ 60,000 $158,000
Total liabilities and
stockholders equity $683,600 $328,600 $318,199 $160,000 $300,000
Thus, the net tangible operating assets are $194,600 and in addition to the operat­
ing value of the firm, non-operating assets of $158,000 have been acquired. The 
cash in money market accounts, the $20,000 receivable, the marketable securities, 
and the cash surrender value of the life insurance have all been eliminated. Looking 
at the operating assets, the $15,000 old receivable has been eliminated, the work in 
process has been reduced by the miscellaneous charges and the anticipated $9,000 
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write-off on the current job, the equipment has been adjusted using a seven-year 
life as shown in exhibit 7-6.








Desks 1990 12,000 10 $ 7,800
Telephone system 1992 10,000 7 6,429
Copiers 1993 10,000 7 5,000
Fax 1993 2,000 7 1,000
Computers 1994 26,000 7 9,286
Computers 1995 20,000 7 4,286
Total $ 80,000 $33,801
The covenant not to compete has been recognized at the present value of $40,000 
payable for three years at 8 percent or $103,084.
The overall tax consequences of the adjustment to basis actually creates 
a tax benefit in this case. The covenant and write-down in receivables and work in 
process is greater than the write-ups in equipment by $113,485, thus creating a 
benefit of $34,046.
The non-operating assets are adjusted for the value of the land and building 
and the reduction for the fact that the $140,000 increment over basis will not be 
subject to depreciation and, therefore, has a negative tax impact of $42,000. It can 
be argued that this $42,000 is over the next twenty years and therefore should be 
adjusted to a present value. Using a rate of 8 percent, and considering the loss of 
the tax benefit to be evenly distributed over that time period, the annual effect 
is $2,100 for a present value of $20,618. If it is reasonable to expect that the 
building will be held over that period of time, the adjustment would be $20,618 as 
opposed to the $42,000.
Income Statement
Adjustments to the income statement are typically much more important than the 
balance sheet adjustments. The impact on the value is magnified by the fact that the 
adjusted income is projected to be realized on an annual basis while the balance 
sheet is more of a one-time adjustment.
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Adjustments
For most of the valuations that will occur in determining the value of CPA firms, 
the adjustments to the income statement will be more significant than those affect­
ing the balance sheet. For example, if you are valuing a practice using earnings 
capitalization and using a 20 percent rate, for every dollar of income that is 
adjusted, the effect is five dollars on the value ($1/.2 = $5).
Fair Compensation of Owners
Perhaps one of the most difficult concepts for the CPA practitioner to apply is the 
fair value of his or her own services. I have met many CPAs who think they are 
worth every dollar they are paid; they virtually take out all the earnings and some­
how still feel the practice is worth one times gross income. Of course, if they are 
worth what they say, then using the income stream methods, their practice is worth 
very little. What they fail to recognize is that the money they take out is a combi­
nation of both a fair compensation and a return on their ownership investment.
Some firms have a complex compensation formula for owners that identi­
fies hours worked, new business brought to the firm, and goals achieved. Each of 
these has a value assigned to it and is quantified as salary, before equity distribu­
tions. If the firm has such a process and the results are reasonable, you have the fair 
salaries identified. However, in many situations this will not be the case.
If you do not know what the fair salaries are and you do not want to esti­
mate based upon your general knowledge of the marketplace, you may want to 
consider the following method.
One way to consider the fair salary of the owners is to base it upon the fair 
salary that is known of another group, the employees. The calculation is based 
upon a ratio of known facts. The fair salaries for owners is not known but their 
billing rates are known and the professional staff compensation is known. The 
fair salaries of the owners is imputed from the known data. If the firm is large, the 
managers and senior salaries can be used. If the firm is smaller, most of the full- 
time professional staff can be used. The formula solves the following ratio:
Staff salaries : Staff billing rates :: Owners salaries : Owner billing rates
Solving for owner salaries:
Owner salaries = (Staff salaries X Owner billing rates)/Staff billing rates
For example, let us say that the senior staff average a salary of $41,600 and 
have an average billing rate of $60 per hour. Let us also say that an owner has an 
average billing rate of $150 per hour.
Owner salaries = (Staff salaries X Owner billing rates)/Staff billing rates 
Owner salaries = (41,600 X 150)/60
Owner salaries = $104,000
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I tested this method using statistics from an AICPA Management of an 
Accounting Practice survey. The firms reported billing rates and salaries for vari­
ous levels of employees. I attempted to estimate the highest level of employee from 
their billing rates and the billing rates and salaries of the next lower level of staff. 
I solved for salaries and then looked at the actual salaries reported by the firm for 
the highest level of staff. The average predicted salary was within $370 of the 
actual salary, a difference of only 1 percent.
Retirement Plans
Retirement plans in a CPA practice present the valuator with a dilemma. There 
always has been the idea in CPA firms that the professional staff will progress 
toward ownerships and that retirement will be provided by the sale of the owner­
ship interest at retirement. There was little probability of career professional 
employees. Over recent years this has somewhat changed in that the owners have 
become increasingly concerned with unfunded buyouts, and in an atmosphere of 
limited growth, one can assume that professionals will be employees for a consid­
erable time period. Some firms have 401(k) plans but few have full retirement 
plans. The exception to this is perhaps the small practitioner. In practices with few 
employees, the owners may have established extraordinarily liberal benefits pack­
ages, since most of the expenditures inure to their own benefit. The valuator needs 
to decide the appropriate level of benefits and adjust the expense accordingly.
In most cases the compensation of the owners will have been adjusted to 
a fair compensation. Therefore, the retirement benefit should also be adjusted.
For example:
The eligible employees and the owner have 15 percent expended for retire­
ment. The owner has his salary adjusted to $70,000 and the fair retirement needs 
to be adjusted to $10,500, as shown in exhibit 7-7.













The remaining retirement benefits that are attributable to the owners group should 
be eliminated.
For a partial interest, the new owner may not have any ability to change the 
compensation levels or the fringes and the adjustment would not be appropriate.
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Perks
The benefits offered to owners and staff should be looked at in light of whether they 
are usual in nature and would normally be expected to continue if other owners were 
there. Obviously, the benefits offered the owners come under the closest scrutiny. 
Benefits such as cars, club dues, and the like are very susceptible to being excluded 
unless staff members are receiving the same benefit or it is otherwise justified.
Travel and Entertainment
A reasonable level of travel and entertainment is expected in CPA firms for atten­
dance at CPE and legitimate client entertainment. However, events such as cruises 
that offer courses on double entry accounting and country club balls usually should 
be eliminated.
Related-Party Transactions
Frequently, related-party transactions differ from arm’s-length transactions and 
should be looked at to see if they reflect transactions that would occur if there were 
no relationship. We have already discussed the salaries and fringe benefits of the 
owners. However, there may be other related-party salaries, such as children or 
spouses on the payroll. Rent is another frequently adjusted item. Broadly speaking, 
any transaction that is not arm’s length should be looked at for adjustment. For a 
partial interest, like compensation, the owner may not be able to change the trans­
action and no adjustment may be appropriate.
Staffing Levels
AICPA Management of an Accounting Practice seminars as well as accounting 
associations provide information on industry norms in staffing a CPA firm. 
Deviation from the norm has been shown to affect profitability (see Lippitt and 
Mastracchio, Journal of Accountancy, October 1992, page 124). If the firm is over- 
or understaffed from acceptable levels and it is likely that new management would 
change the situation, the effects of the changes should be reflected in the income 
statement. However, it should also be recognized that there may be a transition 
cost of making the change and that that cost should be reflected as a reduction in 
value. The change, if significant, can also be perceived as an additional risk in the 
acquisition, affecting capitalization rates. This adjustment is most likely to be 
appropriate for the buyer’s calculation and not the seller’s. It also will not be made 
in the calculation of a partial interest unless the staffing will be changed.
Depreciation
Another income statement item frequently requiring adjustment is depreciation 
expense. As discussed in the consideration of the balance sheet, depreciation 
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expense for valuation purposes represents this year’s allocation of what is needed 
to replace capital assets. Thus, the depreciation should be adjusted to the reason­
able economic life of the asset regardless of what is allowable for other purposes. 
When the capital asset is significant then further adjustments must be considered.
Interest
The issue of interest is frequently misunderstood. In most business investments, 
there is an expectation of debt equity. If the debt level is at a magnitude that one 
normally experiences, such as some short-term lines of credit periodically used 
during the year, or some equipment financing, then the capitalization rates can be 
developed based upon a return on equity and the interest included in the financial 
statements. If the debt level is greater or less than is normal, the valuator has two 
options. The debt can be recast and the interest recorded at the new level, with 
the value of the business being increased or decreased based on whether the new 
debt level required additional capital to extinguish the debt or less capital since 
more debt financing is available. The other choice is to leave the debt level and the 
interest as is and adjust the interest rate. Modigliani and Miller’s treatment of how 
the rate would change is discussed in chapter 8.
Acquisition Costs
There are many goodwill purchases disguised as other costs. Thus, we see 
covenants not to compete, employment contracts, and the like as expenses in prac­
tice financial statements. Although these should be treated as off-balance-sheet 
liabilities in the balance sheet and as a reduction in value to earnings capitalization 
calculations, they should not be kept as an expense on the income statement. They 
are not a continuing item but are only to be paid for a finite time period. 
Consequently, they are not part of the expenses necessary to operate the practice in 
the future. If the valuation is based upon a capitalization of income approach, the 
value should be reduced by the present value of the commitment.
Nonrecurring Events
The income stream is being adjusted to reflect a prediction of future events. 
Therefore, the valuator needs to examine unusual items. These may range from dis­
continued satellite offices in a firm, gains or losses on non-operating asset 
dispositions, life insurance proceeds, loss of clients, significant write-offs on bad 
debts or any other nonrecurring matters. However, the valuator needs to be careful 
not to overdo these adjustments. As with our GAAP financial concepts statements 
on comprehensive income, we must recognize that in a typical practice or in any 
business life, similar events do recur. Thus, write-offs and bad debts would have to 
be convincingly unusual and not likely to recur before they should be considered 
as an adjustment.
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Other items may be nonrecurring but will still have an impact on short-term 
future earnings. The fire that just happened will be a nonrecurring item. However, 
the future cost of document retrieval, refurbishing, and temporary quarters is some­
thing to consider.
Income Tax Expense
The issue of whether to include income taxes as an expense in the valuation does 
not have unanimous consensus among valuators. One valuator put it in perspective 
when he stated that it did not matter, he would adjust the capitalization rates 
accordingly and come up with the same answer whether he used pre- or post­
income tax net income. This is true, but if one is considering market rates or 
industry standards, a decision is needed to determine if the comparison should be 
based upon pre- or post-tax income.
Consider the following. If you were looking at an investment in United 
States Treasury bonds you might note that you could get 7 percent annual interest. 
This is, of course, taxable to you and you would not net 7 percent after you paid 
your taxes. If you owned shares in General Electric (GE) you would recognize that 
you could not share in the pretax income but taxes would be paid by GE and then 
you could receive a dividend on the after-tax income which would then be subject 
to your taxes. However, this is not the case with a CPA practice. As an owner, you 
can receive your share of the practice’s earnings without the practice first paying 
a tax. This is possible through a multitude of business structures from individual 
proprietorships, partnerships, S status corporations, limited liability partnerships, 
or corporations or professional corporations taxed under subsection C through 
distributions as compensation or other deductible items. The fact that you would 
have to pay a tax personally is true, but not relevant. The Treasury bonds and 
GE dividends produced a personal tax also. However, although in valuing your 
GE stock you need to look at after-tax income for your potential distribution, in a 
practice you can look to the pretax income. Therefore, if you are looking to the 
marketplace to determine the riskless rate in considering your capitalization rates 
and you are able to get distributions pretax from the practice, the pretax income 
of the practice is the appropriate approach. The fact that the practice is actually 
paying a tax is most likely a conscious decision that the owners have decided is to 
their benefit, and not an unavoidable event.
Unearned Income
If the firm does the type of work where retainers are common, or other services are 
billed for prior to their being rendered, there will need to be a reduction in income 
and the recording of a liability for these amounts.
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Operating Efficiency
There is no question that the correct staffing and leverage is important to firm prof­
itability. I have conducted a study on data presented by 167 firms that shows that 
significant deviations in firm income occur when the leverage in a firm deviates 
from the norm. In this study the norm was determined to be 9,901 billable hours 
managed per owner. The details of the study are published in “To Expand—Or 
Not” an article I co-authored in the Journal of Accountancy in October 1992. There 
is no argument that proper staffing and leverage improves profitability. The issue 
here is whether it is appropriate to adjust firm income if the proper leverage does 
not exist in the firm being acquired and can be anticipated to be accomplished in 
the combined firm. Although the selling owners would like to share in the increase 
in income and the resultant increase in value, my approach would be to include it 
in the purchaser’s value but not in the value of the firm from the seller’s point of 
view. The difference will probably be subject to negotiation and some of the 
enhanced earnings credited to the seller.
Number of Years to Consider
Valuators that use prior year income figures as a predictor traditionally use the past 
five years. However, there is no evidence that this is the best number of years to 
use. In a purchase, the prior years should be examined for their predictive ability 
and the number of years that appears to be most appropriate and indicative of the 
future should be used. In times of high inflation, it may be appropriate to adjust the 
prior years’ results to today’s dollars to better reflect the predictive information 
value of the numbers.
Weighted Average
Many valuators will use a weighted average of the income if there is a trend indi­
cated in the earnings results, that is, if the earnings are constantly up or down. For 
a five-year analysis the weighting is typically five times the most current year, four 
times the next, and so forth.
where
E = Earnings in the most current year
E-1 = Earnings one year back
E-2 = Earnings two years back
E-3 = Earnings three years back
E-4 = Earnings four years back
If growth is contemplated to continue, an additional adjustment is in order 
and will be discussed in the next chapter.
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Other Considerations
There are other factors that may need consideration in particular cases. Some of 
those are discussed in this chapter.
Existing Buyouts
If a practitioner is purchasing a share of a practice, the existing enforceable buy­
sell agreements provide a significant influence on the determination of value. If the 
interest one is purchasing can only be sold under certain terms, to certain people, 
at a certain price, it does provide significant limitations to the value. However, cau­
tion should be used to look at the total circumstances. The buy-sell may not address 
covenants not to compete, salary differentials, deferred compensation, or other 
ways that the purchase or sale may be partially hidden in other terms.
Other Contractual Restrictions
Contractual agreements between the owner and another party may establish numer­
ous other restrictions on the sale of stock. The approval of the new owner by the 
remaining owners is a very common condition in a CPA practice. In addition, the 
owner may first have to offer the ownership to the current owners or the current 
owners may have the right of first refusal.
The practice may have restrictions on the sale of stock to discourage dis­
posal earlier than retirement. Thus, the ownership may have to be sold back to the 
other owners and a holding period may be required before the full value can be 
received. These situations should be given serious consideration and may lead to 
a reduction in the value.
Minority Interest Discounts
The key to whether a minority interest discount applies is the degree of control an 
owner lacks. Control can be measured in three ways.
The first yardstick is the percentage of ownership. In most practice situa­
tions an individual owner does not have a controlling interest and if this is the 
measurement used, there is lack of control.
An alternative way to measure control is the ability to influence manage­
ment. A minority interest in a practice is often the norm and the management of the 
practice may well be equally disbursed among the owners with each owner having 
significant input into the practice. If this is the case, some control exists even in a 
minority interest and one would expect the discount to be lower than an investment 
in a minority share of stock held as an investment.
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Finally, control may be measured by the influence you have over your 
clients. In some practices, especially small ones where the practitioners are effec­
tively sharing operating costs, it is very easy for the practitioner to leave with a 
proportionate share of the practice. If this is the case, little if any minority discount 
should apply.
If only a portion of the practice is being sold and a discount is warranted, 
the amount of the minority interest discount must be considered. There are numer­
ous studies in regard to the amount of the discount.
Peter J. Patchin (“Market Discounts For Undivided Minority Interests In 
Real Estate,” Real Estate Issues, Fall/Winter 1988, pp 14-16) conducted a study of 
54 real estate holdings to determine what a discount for a minority interest would 
be. He calculated a mean discount of 36.8 percent and a median of 34.8 percent. 
The study included 29 apartment building partnerships where the discounts were 
even higher. He notes that few buyers are willing to purchase fractional interest in 
property. He also comments “if an owner of a fractional interest exercises his right 
to enforce a partition sale, substantial legal costs will result. If anticipated, a 
prospective buyer would deduct these costs from any purchase offer.”
In June 1986 The Practical Accountant published an article by Shannon 
Pratt, “Valuing a Minority Interest in a Closely Held Company,” (pages 61-68) in 
which he cited a study that compared publicly traded minority interests to the price 







In his book Valuing a Business (1989, published by Irwin), Pratt extends 





He also cites a study conducted by H. Calvin Coolidge (“Fixing Value of 
Minority Interest in a Business: Actual Sales Suggest Discount as High as 70 
Percent,” Estate Planning, Spring 1975). In the study Coolidge compiled data on 
30 actual sales of minority interests. He found that on average the price was 36 per­
cent below book value. He states:
Only 20 percent of the sales were made at discounts less than 20 percent. A 
little more than half the sales (531/2 percent) were made at discounts that ranged 
from 22 percent to 48 percent, and 231/2 percent of the sales were made at dis­
counts of from 54.4 to 78 percent.
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He also notes that with one exception the sales below 20 percent discount 
were between relatives. It is also worthy to note that the discounts were measured 
from book value not any appreciated value.
In one case the tax court allowed a discount without the availability of 
any empirical data. It noted the unsatisfactory record and still applied a 15 percent 
discount. (Mooneyham v. Comm’r, 61 T.C.M. at 2448)
In the Winter 1993 issue of the Journal of Real Estate Taxation, Lance S. 
Hall wrote in “Minority Interests in Closely Held Real Estate: Lessons From Estate 
of Berg” that by December 1990 under the method approved in this case, utilizing 
discount data from publicly traded real estate entities, “minority interest discounts 




This chapter examines the economics of the relationship between risk and return, 
the ability to determine rates, and why the valuator must determine the rate based 
upon the degree of risk inherent in the CPA practice. The distinction between dis­
count and capitalization rates is explained in order to determine the nature of the 
rate being used in a specific instance and to distinguish capitalization rates from the 
rates being used in the discounting of cash flow calculations. The impact of growth 
and inflation is also examined and a method of adjusting the rate is provided. 
Methods used in practice are examined in light of practical problems encountered 
in determining the rate for a CPA practice.
Risk and Rate of Return
We have already discussed the fact that the value of a CPA practice, as well as any 
business investment, is the present value of the future benefits. The calculation 
requires a discount rate. Each year a future benefit is received, the benefit is 
discounted to the present value at its unique rate. The determination of this rate 
is difficult, but not a new problem. Adam Smith suggested a correlation between 
return on capital and rates of interest that can serve as a guide to the return on 
capital. He also stated that the rate will vary with the degree of certainty. Irving 
Fisher, agreeing with Smith’s concepts, describes the concept of interest rate as a 
pure rate, devoid of chance, plus a premium due to the risk involved.
In order for an investor to find an investment with risk attractive, there 
must be a premium for the uncertainty involved. Risk could be accounted for in 
an expected return by setting up probabilities for different returns actually being 
realized and multiplying by the probabilities.
For example, you are considering acquiring a CPA firm and you have pro­
jected that the return, after a provision for a fair owner compensation, is $100,000. 
However, you also decide that the probabilities are as shown in exhibit 8-1.
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Total probable return $91,500
Thus, the statistical expected return is $91,500. This figure is less risky than taking 
the most probable, $100,000, and the rate of return that should be used would 
reflect less risk. In fact, I use this type of calculation to explain to clients why venture 
capitalists, who expect a relatively high probability of the venture not succeeding, 
require such high rates of return.
However, in most practice valuations, a table of probabilities is not used 
but an expected return is developed and the amount of risk is estimated. The risks 
that are typically accounted for include—
• The risk arising from general economic conditions.
• The nature of equity investing and the like.
• The risk involved in the particular investment. This includes the risk involved 
in the practice stability and other factors such as lack of marketability.
In the publicly traded market environment it is generally assumed that much of the 
risk that has to do with unexpected occurrences in an investment, such as sudden 
death of a key manager or a catastrophic development, does not have to be com­
pensated for since this risk can be diversified away with a portfolio of investments. 
This is probably not true for an investor in a practice. Chances are pretty good that 
the investor is not purchasing thirty or more businesses and thus diversifying the 
risk. It is more likely true that the practice is taking a substantial amount of the 
individual’s resources including earnings power. Thus, if the rate is determined 
from publicly traded firms, additional factors for risk should be included.
Ability to Determine Risk
There are two categories of investments, risk-free and those with varying degrees 
of risk involved. An individual investor makes the choices to maximize the return 
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for a given level of acceptable risk or minimizes risk for a given level of return. Not 
all individuals will make the same choice. The variance may be from the percep­
tion of risk, the estimate of earnings, or the willingness to bear risk. However, if 
there is a given level of expected return and risk, then a rate can be determined 
independent of the risk adversity of the individual CPA investor. Studies on market 
equilibrium have shown that this is true and there is a single linear relationship 
between expected returns and standard deviation.
The Discount Rate
The discount rate is the specific rate for a particular period of time that one would 
use to convert the future benefits into a present value. It may vary for each time 
period in the future with higher rates expected for longer holding periods. It may 
be thought of as an opportunity cost, the rate that similar investments with similar 
risk, holding period, liquidity, and uncertainty would also yield. For example, if 
one were determining the present value of $100 to be received two years in the 
future, one would need a discount rate to determine the value. Mathematically the 
equation is simply: 
where
PV = The present value
FV = The future value
r = The discount rate per period
n = The number of periods
Thus, at a discount rate of 10 percent, for example, the $100 to be received 
in two years would have a present value of $82.64. In a practice valuation, the 
valuator would make a separate calculation for each of the years a benefit was 
anticipated and each calculation could have a distinct discount rate. Any change in 
future benefits from growth or any other factor, whether constant or changing, 
would be accounted for in the calculation by a change in future value.
The Capitalization Rate
The capitalization rate incorporates a discount rate, but it is different in that it may 
also incorporate changes in future benefits. In the earnings capitalization models, 
the rate is the denominator in the equation where earnings is the numerator. The 
reciprocal of the capitalization rate is the price earnings ratio. The rate, in many 
circumstances, is not the same as the discount rate. Certainly, if one is expecting 
$100 per period in perpetuity and 10 percent is the appropriate discount rate, one 
can simply divide the $100 by 10 percent to determine a value of $1,000. But 
in capitalization rates there must be more to it than that. A quick look at the stock 
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quotation page of the newspaper will show there are stocks selling at twenty times 
earnings. This converts to 5 percent (1/20), if expressed as a capitalization rate. 
Does this imply the investors are expecting a constant amount of earnings in per­
petuity at the current level and that they are discounting these benefits at 5 percent? 
Since interest rates on treasury obligations are higher than this rate, the conclusion 
does not seem rational and the alternative is that the rate includes other factors, 
primarily, a growth in earnings.
Methods of Determining Rate
One of the most difficult parts of a valuation is the determination of what rate to 
use. Financial economists purport that the best predictor of expected risk premium 
in the future is the historical risk premium of the past. In practice, there are three 
commonly used methods.
The first approach subjectively builds the rate by considering the risks 
involved in the specific practice. The second method uses industry rules of thumb 
to interpolate an industry capitalization rate. The third method bases the rate on 
the price-earnings ratio of publicly traded companies. However, since practices are 
not publicly traded this is very difficult to do. Service industries can be examined 
but there can be significant differences in risk between professional practices and 
service industries.
Developing the Rates Using a Build-Up Method
This method is called the build-up method. This method starts with a risk-free rate, 
such as U.S. treasury bonds, which already include a premium for inflation. Addi­
tional factors are added which reflect the risk premium for the company. If statistics 
on equity risk premium are used in the calculation, a twenty-year treasury bond 
should be used for the risk-free rate, since the equity premium is calculated based 
upon a twenty-year bond. The valuator may try to specifically quantify various 
factors or subjectively determine the overall rate. Regardless of the approach, the 
valuator is faced with making subjective decisions on the rate. The factors to con­
sider in addition to the riskless rate include equity risk, lack of marketability, and 
other risk factors as described in Revenue Ruling 59-60, including the following:
• The nature of the business
• The history of the business
• The economic outlook in general
• The outlook for the industry
• The underlying value of the net tangible assets
• The reliance on unique skills of one or more individuals
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• The continuity of management
• The method of determining the income stream
If one tries to assign specific numbers to the risk factors, one must first decide 
whether the use of publicly traded risks is the correct starting point. If that is 
the starting point, the calculation may be determined using table 8-1 (some of the 
factors listed may be accounted for in the income projections in lieu of the capital­
ization rate). Regardless of whether a valuator subjectively comes up with a rate or 
goes through the calculation below, there is no precise answer and subjectivity is 
involved in the determination. In the case of exhibit 8-2 there is data up to the point 
of “Net publicly traded small company” and some studies on lack of marketability 
but the remaining factors and quantification are all subjective. I would suggest that 
a range of plus or minus two be used for the factors.
The minority interest or lack of control discount factor can be calculated 
as follows: 
where
Cr = Rate adjustment for lack of control
Rsc = Rate for net publicly traded small company
Dm = Minority interest discount
Similarly, the rate for lack of marketability can be determined as follows:
Developing the Rates From Industry Standards
A related method may be to try to interpolate the rates of return from industry rules 
of thumb. Although these rules of thumb do not lead to a reliable indicator of value 
for a specific firm, they may be helpful in determining rate. For example if one 
believes that on average a CPA practice is worth one times growth and that it earns 
20 percent of gross, then it is worth five times net. This is a 20 percent capitaliza­
tion rate. On the other hand, if for the same statistics you believe that, on average, 
a CPA firm is worth .8 times gross then the capitalization rate is 25 percent. This 
is illustrated in exhibit 8-3.
Mr
Mr = Rate effect of lack of marketability
CRW = Capitalization rate with the discount
CRWo = Capitalization rate without the discount
MD = Lack of marketability discount
Thus a calculation for a firm might look like the calculation shown in 
exhibit 8-2.
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TABLE 8-1. Rate Determination
______________ Factor   Rate______  
Long-term government rates_________________________________
Equity capital premium _________________
Difference large company stock and
government bond _________________
Small company premium _________________
Difference large and small company stock _________________
Total public small company _________________
Adjustment for control premium _________________
Less calculation based upon minority
discount of__ % _________________
Net publicly traded small company _________________
Lack of marketability _________________
Calculated based upon a discount of___% _________________
Net closely held small practice _________________
Specific risk factors _________________
History of client turnover _________________
Reliance on referral for specialty work _________________
Reputation _________________
Facilities and computer technology _________________
Risk of client retention upon acquisition _________________
Risk of staff retention _________________
Volatility in earnings history _________________
Industry growth trends _________________
Growth trends in geographic area _________________




Total specific risks _________________
Total rate _________________
Less anticipated inflation _________________
Less anticipated real growth _________________
Net capitalization rate _________________
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EXHIBIT 8-2. Rate Determination
Factor Rate
Long-term government rates 5.5
Equity capital premium
Difference large company stock and
government bond 7.0
Small company premium
Difference large and small company stock 5.2
Total public small company 17.7
Adjustment for control premium
Less calculation based upon minority
discount of 30% 5.3
Net publicly traded small company 12.4
Lack of marketability
Calculated based upon a discount of 25% 4.1
Net closely held small practice 16.5
Specific risk factors
History of client turnover 0
Reliance on referral for specialty work 0
Reputation -1
Facilities and computer technology 2
Risk of client retention upon acquisition 2
Risk of staff retention 1
Volatility in earnings history -1
Industry growth trends 0
Growth trends in geographic area 2




Total specific risks 9
Total rate 25.5
Less anticipated inflation 3
Less anticipated real growth 2
Net capitalization rate 20.5
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EXHIBIT 8-3. Determining Rates From Industry Standards
Gross fees $1,000,000 $1,000,000
Net income percentage 20% 20%
Net income $200,000 $200,000
Value equals multiple
of gross 1 .8
Value $1,000,000 $800,000
Implied capitalization rate 200,000/1,000,000 = .20 200,000/800,000 = .25
Value = income/rate
Rate = income/value
If CPA firms are selling at one times gross fees on average, and the 130 firms in the 
MAP study discussed earlier in chapter 6 are representative of the industry as a 
whole, then the capitalization rate is below 14 percent. It must be remembered that 
this rate is before growth which could reduce the rate and increase the multiple. If 
the anticipated growth rate is 6 percent or more then the after-growth capitalization 
rate is 20 percent. This might then be used as a capitalization rate. On the other 
hand, CPA firms do not appear to be in a growth cycle at the present time and it 
seems that typically the growth rate would be low.
Growth
The rate typically used in an earnings capitalization model for a practice considers 
growth and other fluctuations and is a capitalization rate and not a simple discount 
rate. The guidance as to how to consider growth has not been applied by many 
practitioners due to the assumptions that must be made. The most commonly cited 
form of the earnings capitalization approach to allow for growth is the constant 
growth form. In this model a percentage of growth is considered to take place each 
year in perpetuity. While the practitioner can accept the constant existence of the 
firm for the earnings model and can point to many companies that in fact have 
steady earnings for a great number of years, it is difficult to find examples of firms 
that grow indefinitely. In chapter 5 it was shown in exhibit 5-1 that future earnings 
becomes immaterial after 30 years. With growth, the number of years before the 
results become immaterial increases significantly. As an alternative a variable 
growth form, where a rate change can be factored in, has been proposed.
Another significant factor that is considered is inflation.
Constant Growth
When the income shows a historical pattern of growth, and it is expected to con­
tinue into the future, the simple earnings capitalization model must be modified to 
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This method is proposed in most writings on valuation and is included in 
table 8-1. It is also in the Fall 1996 publication CPA Expert published by the 
AICPA in an article written by Jim Rigby and Michael Mattson, “Capitalization 
and Discount Rates: Mathematically Related, But Conceptually Different.” 
However, there is a serious theoretical flaw in converting the Gordon model that 
was developed for dividends and applying it to capitalization rates. That is, if the 
model is converted then the assumption is that the earnings will grow evenly over 
time and that either no additional capital will be required or that the earnings will 
grow in a manner that will allow for geometrically equal growth after additional 
capital requirements. The probability of this being correct is not very great. 
Therefore, consideration should be given to utilizing another method of estimating 
growth or, at the very least, being very conservative in the growth rate.
Variable Growth
The variable growth model is based on the assumption that earnings will grow 
at one rate for a given period, followed by growth at another rate in perpetuity. 
The model proposed takes the present values of all income projections during the 
initial growth period, and adds them to the present value of the perpetuity that 
begins at the end of the initial growth period, when a rate of growth change occurs 
(see Randy Swad, “Discount and Capitalization Rates in Business Valuations,” The 
CPA Journal, October 1994, pages 40-44, 46). A series of rates can also be used 
by continuing the present value calculations.
For example, assuming an initial growth rate of 10 percent, a subsequent 
growth rate of 5 percent, and a discount rate of 20 percent, the value of a firm with 
current year earnings of $250,000 would be calculated as shown in exhibit 8-4.
capture this future growth. The commonly used growth form of the earnings is 
designed to value the growth in perpetuity. It is based on the Gordon dividends 
model. The Gordon model is a common method of valuing a share of common 
stock based upon the expected dividend (D), the growth rate (g), and the discount 
rate (k) associated with the share as follows:
The earnings constant growth (ECG) model simply substitutes earnings (E) 
for dividends (D). The discount rate can be considered the capitalization rate with­
out growth. This yields the new capitalization rate which can be used in the 
valuation calculation as follows:
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EXHIBIT 8-4. Calculation of Value, Variable Growth Model
Year
Forecasted income 
at a 10% growth Present value





Present value of first five
years of income $ 970,124
Earnings in year 5 402,628
Value using a constant growth
model of 5 percent 2,818,396
Present value of future earnings 1,132,650
Total value $2,102,774
Although this model does allow for a reduction of the rate of growth the assump­
tion of constant perpetual growth still exists. This may be contrary to what is 
expected in the practice.
Inflation
Although inflation is important and must be estimated, there is no theoretical con­
sensus as to the ability to do so. Some economists contend that interest is a poor 
predictor of inflation. Ibbotson and Sinquefield, on the other hand, contend that 
yield curves on bonds provide at least the market’s prediction of inflation and 
that the rate can be accounted for fairly readily. Periodic studies are conducted that 
report rates of return on common stocks, bonds, and treasury bills. Their data gives 
one the ability to judge the pure rate of return, an inflation factor, and a risk pre­
mium for equity premium. Ibbotson Associates of Chicago provides a yearbook 
with market results from 1926 to the most current year.
Debt-Equity Ratio’s Effect on Rates
As discussed previously, perhaps the most common way to address a practice with 
a debt-equity ratio that is different than the typical firm is to normalize the finan­
cials. However, another way is to adjust the capitalization rate. The debt-equity 
level of the firm may affect the capitalization rate.
Modigliani and Miller have addressed the relationship between rates of 
return and debt level. Excluding tax effects they stated that the average cost of 
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capital to any firm is completely independent of its capital structure and is equal to 
the capitalization rate as if the firm were funded only by equity. Therefore, return 
on ownership is a function of the pure equity rate plus an adjustment for the debt 
equity mix for a given firm. That is,
where
I = Rate on equity 
pk = Pure equity rate 
r = Riskless rate
Dj = Market value of the debt
Sj = Market value of the company
Another approach is to estimate the total cost of capital, debt, and equity 
and factor out the cost and proportion of the debt in existence. Then the cost of 
equity capital can be determined.
where
Ro = Overall rate for the company
Pd = Percentage of capital structure that is debt
Rd = Rate on debt
Pe = Percentage of capital structure that is equity
Re = Rate on equity
In either equation the problem is estimating what the overall rate is so that 




This case considers the hypothetical firm Bronson, Netter, Swan, and Twist and 
two other firms it is interested in. Burger and Gold would be an acquisition and 
Patricia Windham would be a merger.
Bronson, Netter, Swan, and Twist
Bronson, Netter, Swan, and Twist, CPAs, is a long-established Fort Myers, Florida, 
CPA firm. It has had a good practice that has grown over the years and is doing 
well. However, the partners realize that the rapid growth is going on more to the 
south, and they are interested in the Bonita Springs and Naples area. They have an 
expertise in nursing homes and are well regarded statewide in that field. They have 
a tax department that does compliance work but does not have any expertise in 
financial planning. Until recently, one of the senior partners had been in charge of 
the tax area and did not feel that personal financial planning and giving specific 
investment recommendations to clients was appropriate for a CPA firm. He retired 
three years ago. The partners now want to change and take advantage of offering 
personal financial planning.
The firm has been in existence for over thirty years. John Bronson and 
Richard Netter were the original partners and they have retired. The firm has two 
additional years of obligation on payments for covenants not to compete for 
Bronson and Netter. The firm is fairly profitable but has some excess staff. When 
comparing themselves with AICPA’s Management of an Accounting Practice 
Handbook statistics for the top 25 percent of firms with their volume, the firm’s 
productivity is lower than average, 61 percent compared to 65 percent. However, 
its billing rate multiple is higher, 3.66 compared to 3.5, and its realization rate is at 
the average rate. The staff could be more productive and the reason that the office 
hours are high is due to lack of work. The staff is generally performing well. The 
partners do not wish to eliminate anyone who is doing well and are willing to 
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sacrifice some profitability to hold onto the staff for the future. The staff, however, 
is concerned about opportunities for advancement and in the past the firm has expe­
rienced some turnover for this reason.
The analysis of the firm succession plan also indicates that it has more staff 
than it can bring into the firm as partners. As a matter of fact, the partners realize 
they do not have sufficient leverage right now. They have approximately 7,200 
chargeable hours per partner. They would like to see that increase to 9,000 hours 
and have agreed that the minimum for bringing in a partner should be 8,000 hours. 
They realize they cannot promote everyone. In fact, under their current predicted 
5 percent real growth it would take 18 years to promote all the current staff of 
in charge and above to owner. They would be satisfied if they could make at least 
half of them partners by 2006. They want to expand by merger and acquisition to 
provide more opportunities for advancement.
Their firm profile is shown in exhibit 9-1. Succession plans and financial 
statements are shown in exhibits 9-2 through 9-6.
The operating value of the firm is approximately one times its gross income 
calculated as shown in exhibits 9-7 and 9-8.
The fair salary of the owners was determined to be $78,000 per owner for 
1997 based upon the ratio of managers’ salaries to their billing rates. The owners 
billed out per hour 127 percent of the managers’ billing rate. Since the managers’ 
compensation was $61,000, on average, the owners compensation was estimated to 
be 27 percent higher, or $78,000. Similar calculations were made for prior years.
The actual value of the firm would be reduced by the present value of the 
$120,000 payable for the next two years. For example, using a rate of 10 percent 
the value would be reduced by $208,264 to $2,371,198.
Utilizing the methodology from chapter 6 and using the data from the firm, 
the value results in a value as follows:
where
V = Value
Rt = Retention probability = 100%
C = Cost of labor = .48 of sales
O = Overhead = .25 of sales
B = Billing rate multiple = 3.66
Rr= Realization rate = .92
P = Productivity rate = .61
S = Sales = 2,631,246
The operating value is $2,436,339, or slightly less than one times 
gross sales.
The partners have undertaken a study of the firms in the area from Fort 
Myers to Naples, and two firms interest them. A profile of each firm follows.
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Burger and Gold
Burger and Gold is an old Naples firm. It is very small and it does a great deal of 
tax compliance work in the Naples area. Conrad Burger is 71 years old and in good 
health and is well-known in Naples. He is willing to sell the practice because David 
Gold wants to. He would also be willing to continue working. David Gold is 68, in 
fair health, and wants to retire as soon as he can. David is more the inside person 
and feels his presence would not be missed. They are well-known in town but 
are not active in the community and have not done much in the area of practice 
development. Their client list has diminished over time and they realize that their 
per-partner earnings is not what it could be. They have one staff person that they 
feel is of partner caliber, but she is young and they do not want to risk their retire­
ment on her success. The staff profile is shown in exhibit 9-9.
Bronson, Netter, Swan, and Twist’s analysis of Burger and Gold concluded 
that the actual work could easily be absorbed by their professional staff and the 
paraprofessionals they used in tax season. However, to take full advantage of the 
benefit of a Naples presence, they acknowledge that a partner should transfer to 
that office. Thomas McDay, a tax partner in the firm with a considerable client base 
south of Fort Myers, is willing to become the partner in Naples. He is a relatively 
young partner and is also willing to relocate his home. He has suggested that he 
look for something in the North Naples area near Vanderbilt Beach.
The overhead cost of a Naples office will remain, but with the potential for 
practice development there, the cost seems worthwhile. In addition, the practice is 
located in the northern part of town, with easy access to Interstate 75.
Burger and Gold know that the practice is not earning them what a CPA 
could make working for someone else. Therefore, the practice will be hard to sell. 
On the other hand, they also realize that the practice is not staffed efficiently, and 
that if someone took over it could be staffed better and the practice would be worth 
something. They also know that even with less than average earnings they might be 
able to attract two younger CPAs who would like to own their own practice. Their 
financial statements and calculations on the value of the practice are shown in 
exhibits 9-10 through 9-18.
Value Based on Underlying Assets
The firm usually is able to bill almost all its work at standard. The work in process 
is estimated to be 99 percent billable and 97 percent collectable, based upon prior 
experience.
The equipment is estimated to be worth more than book value and a depre­
ciation with extended lives for the office equipment is calculated to estimate 
the value.
Therefore, as a minimum Burger and Gold feel that they can recover their 
balance sheet assets, which are shown in exhibit 9-15.
128 Mergers and Acquisitions of CPA Firms
Value Based on Correct Staffing
Burger and Gold assume that the practice could replace the in charge employee 
who left with a full-time in charge and have only one owner. If the new in charge 
were to have as many chargeable hours as Mary Fernandez, the current full-time in 
charge, then 1,000 additional chargeable hours would be produced. This would 
mean that the potential would exist to reduce partner hours from 2,100 to 1,100. 
This could easily be managed by one owner.
However, since this is rather speculative they feel they could only get three 
times earnings after a fair salary for the owner (capitalization rate of 33.3 percent). 
Since they bill out twice the rate that Mary does and she makes $45,000, they 
presume that a fair salary for an owner would be $90,000. The results indicate that 
if they could sell the practice under this methodology they would get $95,000.
This calculation of value is illustrated in exhibit 9-16.
Value Based on an Ongoing Practice
Finally, Burger and Gold decide that they should look at the value of the fact that 
they have a practice for someone to build from. They presume they can find two 
individuals who will take the current practice and use it as a building block. They 
assume that to start from scratch a new practice would earn $40,000 the first year 
and an additional $40,000 each year. They use 20 percent as the discount rate and 
assume the income comes in evenly and therefore they use one half-year for the 
first year and add a year thereafter. They also assume some growth with the new 
owners. If they could convince someone of the benefits of their practice under this 
method, as shown in exhibit 9-17, they would receive $203,000.
The results of their calculations are shown in exhibit 9-18.
Comparing the results, Burger and Gold conclude that selling the practice 
under the earnings capitalization method is not worth the effort since they would 
make little more than they would by liquidating and there would be more effort 
involved. They feel their only hope is attracting someone who would pay for 
the value of an established practice. They feel their best bet is to try to sell the 
intrinsic value of a going practice and to ask for 50 percent of net fees, or $212,000.
Buyer’s Outlook
The partners of Bronson, Netter, Swan, and Twist contact Burger and Gold and are 
provided the financial statements. After looking at the financial information, they 
decide that the practice could be handled half-time by one of their current partners. 
In addition they feel they can make the support person more billable. They calcu­
late the salaries and benefits based upon Bronson, Netter, Swan, and Twist and the 
overhead based upon Burger and Gold. They feel they need to add $30,000 of com­




Rt = Retention probability = 100% since it will be borne by the seller
C = Cost of labor .48
O = Overhead = .28
B = Billing rate multiple = 3
Rr= Realization rate = .94 (29,225/453,000)
P = Productivity rate = .66 (6,500 chargeable hours/(4.75 X 2080))
S = Sales = 423,725
This results in a value of approximately $209,314 or approximately 50 per­
cent of gross.
The following offer is made:
• The practice would be purchased for $100,000 cash.
• To the extent that 50 percent gross fees exceeded $100,000 they would get an 
additional 10 percent of gross fees for the next five years.
• In 1998 Conrad Burger would be required to work twenty hours a week with no 
specific requirement for any chargeable time. His primary duty would be to help 
in an orderly transition of the clients to Thomas McDay. His salary would be 
$40,000. David Gold would be required to work ten hours a week through April 
15, 1998 and his primary duties would be to see that the office procedures were 
understood by the new firm and to assist in client transition.
The partners of Benson, Netter, Swan, and Twist hope Burger and Gold will be able 
to actually generate sufficient billable hours to pay for their salaries, but they have 
treated the salary cost as an expense of the transition.
Burger and Gold decided that the offer, in spite of stretching some of the 
payments over five years without interest, is close to what they want and probably 
the best they can expect, and they accept it.
Windham Practice
The other candidate for acquisition by Bronson, Netter, Swan, and Twist is a 
practice that belongs to Patricia Windham. She is a certified financial planner and 
has enjoyed exceptional success in Bonita Springs. She is a relatively young prac­
titioner and is a little overwhelmed with her practice dynamics. She wants support 
They also use the formula to convert gross fees to value.
Utilizing the methodology from chapter 6 and using the data from Bronson, 
Netter, Swan, and Twist the value results in a value as follows:
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and feels that with the right firm, her talents could make the practice grow even 
faster.
Patricia Windham is very profitable but totally exhausted. She does 1,200 
hours of personal financial planning and does the tax compliance work for her 
clients. Her billing rate is $200 for the planning and $120 for tax compliance. She 
is very talented and would make an excellent addition to the firm. The current client 
base would be receptive to her expertise and a practice area would develop rapidly. 
The staff profile is shown in exhibit 9-20.
Patricia Windham has a good practice and she knows it. She enjoys her con­
sulting work and does not want to be burdened with administrating a larger 
practice. She would like to eliminate most of the compliance work but does not 
want to hire professional staff. She realizes that choosing not to expand could result 
in a great deal of turnover with professional staff. She would also like to cut back 
a little in her hours. She sees her two choices as continuing as she is or merging 
with a larger firm.
When contacted by Bronson, Netter, Swan, and Twist she told them she 
would be interested if she became an equal partner and, as long as she was charge­
able for 1,600 hours a year, if she would be guaranteed a minimum draw of 
$200,000.
A brief summary of her income statement is shown in exhibit 9-21.
Her fees are generated as shown in exhibit 9-22.
Some of the partners in Bronson, Netter, Swan, and Twist are concerned 
over two issues. Patricia only manages 4,300 of chargeable hours and making her 
a partner would make other staff wait longer since they have a minimum of 8,000 
hours. Some also object to the $200,000 guaranteed draw since they only make, on 
average, $166,000.
After considering the opportunity, they made some calculations based upon 
the following assumptions.
Patricia’s ratio of time spent on the compliance work is 50-50 between her 
and her staff. With the proper support from the staff they should be able to reduce 
it to 10-90. The current staff of the firm could absorb the chargeable hours. With 
their practice, and the Burger and Gold practice, there is little doubt that her com­
pliance hours could be replaced with planning hours. In addition, there is almost 
no marginal cost for overhead since her office would be eliminated. The Naples 
office would only be ten miles from Bonita Springs. The partners feel if Patricia 
Windham were to join them, she could service her clients from either the Naples 
or Fort Myers office. Her furniture and computers would be incorporated into the 
office and the increase in overhead would be estimated at a modest 15 percent of 
her gross fees.
A projection is made of her practice as a part of Bronson, Netter, Swan, and 
Twist, as shown in exhibit 9-23.
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The hours for admitting a partner would be adjusted so that Patricia 
Windham’s managed hours would not be counted nor would she be counted in 
making the calculation.
Three other calculations were made to convince all the partners that the deal 
was a good one. First a pro forma income statement of the firm after both transac­
tions was prepared (as shown in exhibit 9-24) and then the firm value was 
calculated before and after the transactions on a per partner basis (as shown in 
exhibit 9-25). Finally a calculation was made on the basis of a gross fee multiple.
The calculation before and after the merger eliminates the covenants from 
the expenses and reduces the value by the amount of the covenants and buyouts. 
Normally a five-year weighted average is used, but since this calculation is only to 
illustrate to the partners the effect of the transactions with the other firm projected, 
only the one year is used.
Finally the gross fee adjustments were calculated for Patricia Windham’s 




= Retention probability = 1
C = Cost of labor (including $106,024 for Windham’s fair salary) = 
.42 of sales
O = Overhead = .25 of sales
B = Billing rate multiple = 3.26
Rr= Realization rate = 1
P = Productivity rate = .69
The results are a gross multiple of approximately 1.37 and a value of approx­
imately $636,000.
The capitalization rate is reduced to 20 percent based upon an assessment 
of her firm, as shown in exhibit 9-26.
The firm agrees to Patricia’s terms.
These calculations convince the partners of Bronson, Netter, Swan, and 
Twist that their staff would also be in a better position after the two transactions. 
Not only will the growth allow for additional promotions below the partner level, 
comparing exhibit 9-4 and exhibit 9-24, the hours, without Patricia Windham’s 
4,850 managed hours, will rise from 36,135 to 41,729. This should allow for a new 
partner within three years.
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EXHIBIT 9-1. Bronson, Netter, Swan, and Twist Staff Profile
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Robert Swan 2200 1200 1000 50 400 250 40 260
David Twist 2350 1600 750 100 300 60 30 260
Margaret Netter 2400 1400 1000 75 200 485 20 220
William Buff 2350 1200 1150 75 230 595 30 220
Thomas McDay 2450 1400 1050 60 190 590 10 200
Managers
Chris Rizzo 2500 1700 800 90 100 390 20 200
Marylou White 2350 1450 900 100 40 536 24 200
Greg Cover 2400 1740 660 120 80 244 16 200
Timothy O’Brian 2450 1650 800 80 280 232 8 200
In charge
Sarah Jones 2250 1400 850 80 40 582 8 140
James Able 2600 1450 1150 80 35 887 8 140
Carol Drew 2300 1350 950 80 35 679 16 140
Anthony Santa 2450 1400 1050 80 50 764 16 140
Harold Lock 2400 1600 800 80 85 487 8 140
Catherine Waters 2380 1625 755 80 75 452 8 140
Staff assistant II
Lisa Salvini 2180 1400 780 100 16 508 16 140
Nora Hershberg 2200 1420 780 100 24 500 16 140
Mark Mantle 2300 1510 790 100 16 526 8 140
Jeffrey Green 2150 1400 750 100 8 502 0 140
Staff assistant I
Brian Rjyski 2200 1450 750 120 0 590 0 40
Henry Jackson 1100 600 500 120 0 332 8 40
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Floyd Adams 2000 1500 500 40 24 196 40 200
Grace Black 520 430 90 24 0 18 8 40
Connie Dunn 540 420 120 24 0 56 0 40
Harry Bumstein 550 440 110 24 8 22 16 40
Mildred Pathway 510 420 90 24 0 18 8 40
Dorothy Mountain 580 430 150 24 0 70 16 40
Betty Corinth 495 400 95 24 0 15 16 40
Support
Bonnie Brush 2100 500 1600 0 160 1208 32 200
Warren Gould 2200 0 2200 0 1400 644 16 140
Janet Morris 2100 750 1350 0 0 1170 40 140
Cathy Moska 2100 900 1200 0 0 1052 8 140




In charge 1470 61.4
Staff assistant II 1432 64.9
Staff assistant I 1367 62.1
Paraprofessionals 1616 77.8






Staff assistant II 
Staff assistant I 
Paraprofessionals 
Support staff
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EXHIBIT 9-2. Bronson, Netter, Swan, and Twist Succession Plan 1997
Years Years Year Year








Christopher Rizzo 11 1 1998
Marylou White 9 3 2000
Greg Cover 8 4 2001
Timothy O’Brian 8 4 2001
In charge
Sarah Jones 6 6 2003
James Able 6 6 2003
Carol Drew 5 7 2004
Anthony Santa 5 7 2004
Harold Lock 4 8 2005
Catherine Waters 3 9 2006
Staff assistant II
Lisa Salvini 2 10 2007
Nora Hershberg 2 10 2007
Mark Mantle 2 10 2007
Jeffrey Green 2 10 2007
Staff assistant I
Brian Rjyski 1 11 2008
Henry Jackson 0 12 2009
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EXHIBIT 9-3. Bronson, Netter, Swan, and Twist Summary of Change in Partners






2002 46119 2 retire 6 2
2003 48425 additional 7 1
2004 50846 8
2005 53388 9
2006 56057 additional 10 1
2007 58860 11
2008 61803 12
2009 64893 additional 13 1
2010 68138 1 retire 14 1
2011 71545 15
2012 75122 1 retire
+1 additional 16 2
2013 78878 17
2014 82822 additional 18 1
2015 86963 1 retire 19 1
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Robert Swan 2,200 1,200 150 $ 180,000
David Twist 2,350 1,600 150 240,000
Margaret Netter 2,400 1,400 125 175,000
William Buff 2,350 1,200 120 144,000
Thomas McDay 2,450 1,400 120 168,000
Managers
Christopher Rizzo 2,500 1,700 $ 65,000 110 187,000
Marylou White 2,350 1,450 63,000 105 152,250
Greg Cover 2,400 1,740 58,000 100 174,000
Timothy O’Brian 2,450 1,650 58,000 100 165,000
In charge
Sarah Jones 2,250 1,400 45,000 75 105,000
James Able 2,600 1,450 42,000 75 108,750
Carol Drew 2,300 1,350 42,000 75 101,250
Anthony Santa 2,450 1,400 38,000 70 98,000
Harold Lock 2,400 1,600 38,000 70 112,000
Catherine Waters 2,380 1,625 36,000 70 113,750
Staff assistant II
Lisa Salvini 2,180 1,400 32,000 55 77,000
Nora Hershberg 2,200 1,420 32,000 55 78,100
Mark Mantle 2,300 1,510 28,000 50 75,500
Jeffrey Green 2,150 1,400 28,000 50 70,000
Staff assistant I
Brian Rjyski 2,200 1,450 26,000 45 65,250
Henry Jackson 1,100 600 12,000 45 27,000
Paraprofessional
Floyd Adams 2,000 1,500 32,000 50 75,000
Grace Black 520 430 7,800 40 17,200
Connie Dunn 540 420 8,100 40 16,800
Harry Bumstein 550 440 8,250 40 17,600
Mildred Pathway 510 420 7,650 40 16,800
Dorothy Mountain 580 430 8,700 35 15,050
Betty Corinth 495 400 7,425 35 14,000
Support
Bonnie Brush 2,100 500 38,000 35 17,500
Warren Gould 2,200 0 43,000 35 0
Janet Morris 2,100 750 34,000 35 26,250
Cathy Moska 2,100 900 26,000 30 27,000
Total 59,255 36,135 $863,925 $2,860,050
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Allowance for doubtful accounts (11,440)
Work in process 148,723
Prepaids 8,000






Accounts payable $ 75,250
Partners equity 818,493
Total liabilities and equity $893,743









Salaries $ 863,925 32.83%
Payroll taxes 77,753 2.95%
401(k) 17,279 0.66%
Other employee benefits 86,393 3.28%
Dues, library, CPE 63,150 2.40%
Professional liability insurance 28,944 1.10%
Rent 144,719 5.50%
Equipment depreciation 50,000 1.90%
Other occupancy 26,312 1.00%
Covenants not to compete 120,000 4.56%
Other expenses 198,638 7.55%
Total expenses $1,677,113 63.74%
Net income before owners salaries $ 954,133 3626%
Net income per partner $ 190,827
138 Mergers and Acquisitions of CPA Firms
EXHIBIT 9-7. Bronson, Netter, Swan, and Twist 
Rate Determination
Factor Rate
Long-term government rates 6.5
Equity capital premium
Difference large company stock and government bond 7.0
Small company premium
Difference large and small company stock 5.2
Total public small company 18.7
Adjustment for control premium
Less calculation based upon minority discount of 30% 4.7
Net publicly traded small company 14.0
Lack of marketability
Calculated based upon a discount of 30% 6.0
Net closely held small practice 20.0
Specific risk factors
History of client turnover 1
Reliance on referral for specialty work 0
Reputation 0
Facilities and computer technology 1
Risk of client retention upon acquisition 0
Risk of staff retention 2
Volatility in earnings history 0
Industry growth trends 2
Growth trends in geographic area -1
Staff stability and proficiency 2
Competition 2
Diversity 2
Total specific risks 11
Total rate 31
Less anticipated inflation 2
Less anticipated real growth 3
Net capitalization rate 26
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EXHIBIT 9-8. Bronson, Netter, Swan, and Twist 
Earnings Capitalization Calculations
Year 1993 1994 1995 1996 1997
Income as
reported $847,815 $864,771 $899,362 $926,343 $954,133
Adjustments
Covenant $120,000 $120,000 $120,000 $120,000 $120,000
Owner
compensation $320,854 $336,897 $353,741 $371,429 $390,000
Normalized
income $646,961 $647,874 $665,621 $674,914 $684,133
Average normalized income (weighted average) $670,660
Capitalization rate .26
Value (average normalized income/capitalization rate) $2,579,462
EXHIBIT 9-9. Burger and Gold Staff Profile




Staff assistant II 0
Staff assistant I .5
Paraprofessionals 0
Support staff 1
Leverage Number of full-time equivalents (FTEs)
Overall staff (total FTEs / owner FTEs) 2.5
Professional staff (professional
FTEs / owner FTEs) 2
Productivity
Staff analysis C. Burger D. Gold M. Fernandez J. Williams Fred Weiner J. Summerset
Years of public
experience 35 32 7 0
Years with firm 28 28 7 0
Years supervisory 28 28 4 0
Years as CPA 30 28 4 0
Education BBA BBA BBA BS
Specialization tax tax tax none
Salary 45,000 19,000 24,000 38,000
Billing rate 130 130 65 50 40 30
Total hours 1900 1850 2100 1150 1100 2100
(continued)
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EXHIBIT 9-9. Burger and Gold Staff Profile (continued)
Staff analysis C. Burger D. Gold M. Fernandez J. Williams Fred Weiner J. Summerset
Charge hours 1000 1100 1500 500 600 300
Total nonchargeable 900 1100 600 650 500 1800
Professional
development 50 50 90 20
General office 350 350 320 432
Sick and personal 60 120 20 8
Holiday and















Staff assistant I 40
Paraprofessionals
Support staff 30
Realization (net fees/standard fees) 99%
Margin 36%
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Office furnishings 1982 $32,000 5 $0 $32,000 0
Office furnishings 1990 12,000 5 0 12,000 0
Office furnishings 1992 10,000 5 0 10,000 0
Office furnishings 1993 12,000 5 2,400 12,000 0
Computer and
telephone 1989 12,000 5 0 12,000 0
Computer and
telephone 1995 20,000 5 4,000 12,000 $ 8,000
Computer and
telephone 1996 10,000 5 2,000 4,000 6,000
Computer and
telephone 1997 10,000 5 2,000 2,000 8,000
118,000 10,400 96,000 22,000
EXHIBIT 9-11. Burger and Gold Balance Sheet
December 31, 1997
Cash $ 15,546
Accounts receivable $ 60,300
Less allowance for doubtful accounts (1,809)
Net receivables 58,491
Work in process 18,664
Prepaids 4,500
Total current assets $ 97,201
Equipment $118,000
Less accumulated depreciation (96,000) 22,000
Total assets $119,201
Liabilities
Accounts payable $ 24,404
Partners equity 94,797
Total liabilities and equity $119,201
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EXHIBIT 9-12. Burger and Gold 
Unadjusted Income Statement










Other employee benefits 12,371
Dues, library, CPE 4,662






Net income before owners salaries $152,424








Conrad Burger 1,900 1,000 $130 $130,000
David Gold 1,850 1,100 130 143,000
In charge
Mary Fernandez 2,100 1,500 $45,000 65 97,500
Joe Williams (left firm) 1,150 500 19,000 50 25,000
Staff assistant I
Fred Weiner 1,100 600 12,000 40 24,000
Support
Joyce Summerset 2,100 300 38,000 30 9,000
Gross fees $428,500
Total chargeable hours 5,000
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EXHIBIT 9-14. Burger and Gold Adjusted Depreciation








Office furnishings 1982 $32,000 10 $0 $32,000 0
Office furnishings 1990 12,000 10 1,200 9,600 2,400
Office furnishings 1992 10,000 10 1,000 6,000 4,000
Office furnishings 1993 12,000 10 1,200 6,000 6,000
Computer and
telephone 1989 12,000 5 0 12,000 0
Computer and
telephone 1995 20,000 5 4,000 12,000 8,000
Computer and
telephone 1996 10,000 5 2,000 4,000 6,000
Computer and
telephone 1997 10,000 5 2,000 2,000 8,000
Total $11,400 $34,400
EXHIBIT 9-15. Burger and Gold 
Calculation of Balance Sheet Asset Recovery
Equity per balance sheet $ 94,497
Reduction in work in process
Reduction to billable ($186)
Reduction to collectable (554) (740)
Increase in value of equipment 12,400
Pretax proceeds $106,157
EXHIBIT 9-16. Burger and Gold Value With Correct Staffing
Adjustments to the income statement
Net income before owner salary $152,424
Add Joe’s salary 19,000
Subtract full time in charge (45,000)
Payroll tax and fringe costs on additional salary cost (3,744)
Less depreciation adjustment from revised schedule (1,000)
Adjusted net income before owner salary $121,680
Fair owner salary 90,000
Net income $ 31,680
Value based on three times (33.3% capitalization rate) $ 95,040
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EXHIBIT 9-17. Burger and Gold Value of an Established Practice
Year
Start out on 
your own
Purchase of 
their practice Difference Present value
1 $40,000 $152,000 $112,000 $102,000
2 80,000 160,000 80,000 61,000
3 120,000 168,000 48,000 30,000
4 160,000 178,000 18,000 10,000
Total value $203,000
EXHIBIT 9-18. Burger and Gold Summary of Value Calculations
Earnings capitalization without staffing change No value
Underlying assets $106,157
Earnings capitalization with staffing change 95,040
Value of an established practice 203,000
EXHIBIT 9-19. Acquisition Value of Burger and Gold
Staffing calculations
Fees Salary
Half a partner $ 40,000
700 hours at $130 $ 91,000
One quarter manager
400 hours at 100 40,000 14,500
In charge
M. Fernandez 1600 hours at 70 112,000 45,000
Additional 1600 hours at 70 112,000 42,000
Staff assistant
Fred Weiner 1600 hours at 50 80,000 28,000
Support
Joyce Summerset














Other employee benefits 16,750
Dues, library, CPE 4,662













Total transition $ 76,500
Net value $233,400
EXHIBIT 9-20. Patricia Windham, CPA, PFS Staff Profile




Staff assistant II 0
Staff assistant I 0
Paraprofessionals 1
Support staff 1
Leverage Number of full-time equivalents (FTEs)
Overall staff (total FTEs / owner FTEs) 3
Professional staff (professional
FTEs / owner FTEs) 2
(continued)
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EXHIBIT 9-20. Patricia Windham, CPA, PFS Staff Profile (continued)
Staff analysis P. Windham B. Mattson A. Strong
Years of public experience 9
Years with firm 5
Years supervisory 5




Billing rate 200 - 120 90 40
Total hours 2600 2200 2100
Charge hours 1200 @ 200 + 900 @ 90 1200 @ 40
500 @ 120 500 @ 70
Total nonchargeable 900 800 900
Professional development 140 150 0
General office 704 598 788
Sick and personal 16 20 32


















Realization (net fees/standard fees) 100%
Margin 46%
Case Study 147






Taxes and fringes 22,000
Total labor costs $110,000
Gross profit $354,000
Overhead 139,200
Net income before owners salary $214,800









Patricia Windham 2,600 1,200 200 $240,000
500 120 60,000
Paraprofessional
Brad Mattson 2,200 900 $50,000 90 81,000
500 70 35,000
Support
Amy Strong 2,100 1,200 38,000 40 48,000
Total 4,300 $88,000 $464,000
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quarter 550 300 $11,250 75 22,500
Staff assistant
one quarter 550 350 6,500 100 35,000
Paraprofessional
Brad Mattson 2,200 1,125 50,000 90 101,250
500 70 35,000
Support
Amy Strong 2,100 1,200 38,000 40 48,000





Tax and fringes 26,450






Per partner split $ 16,167
Current earnings of existing partners 190,827
Projected earnings of existing partners $206,994
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Robert Swan 2,200 1,200 $150 $180,000
David Twist 2,350 1,600 150 240,000
Margaret Netter 2,400 1,600 125 200,000
William Buff 2,350 1,600 120 192,000
Thomas McDay 2,450 1,500 120 180,000
Patricia Windham 2,600 1,500 200 300,000
100 120 12,000
Managers
Christopher Rizzo 2,500 1,733 $65,000 110 190,630
Marylou White 2,350 1,733 63,000 105 181,965
Greg Cover 2,400 1,740 58,000 100 174,000
Timothy O’Brian 2,450 1,733 58,000 100 173,300
In charge
Mary Fernandez 2,100 1,600 45,000 70 112,000
Lisa Salvini 2,180 1,600 38,000 70 112,000
Sarah Jones 2,250 1,550 45,000 75 116,250
James Able 2,600 1,550 42,000 75 116,250
Carol Drew 2,300 1,550 42,000 75 116,250
Anthony Santa 2,450 1,550 42,000 70 108,500
Harold Lock 2,400 1,600 38,000 70 112,000
Catherine Waters 2,380 1,625 38,000 70 113,750
Staff assistant II
Nora Hershberg 2,200 1,685 32,000 55 92,675
Mark Mantle 2,300 1,610 28,000 50 80,500
Jeffrey Green 2,150 1,600 28,000 50 80,000
Staff assistant I
Brian Rjyski 2,200 1,500 26,000 45 67,500
Henry Jackson 2,100 1,480 26,000 45 66,600
Fred Weiner 1,100 650 13,000 45 29,250
Paraprofessional
Floyd Adams 2,000 1,500 32,000 50 75,000
Grace Black 520 430 7,800 40 17,200
Connie Dunn 540 420 8,100 40 16,800
Harry Bumstein 550 440 8,250 40 17,600
Mildred Pathway 510 420 7,650 40 16,800
Dorothy Mountain 580 430 8,700 35 15,050
Betty Corinth 495 400 7,425 35 14,000
Brad Mattson 2,200 1,125 50,000 90 101,250
275 70 19,250
(continued)
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Bonnie Brush 2,100 500 38,000 35 17,500
Warren Gould 2,200 0 43,000 35 0
Janet Morris 2,100 750 34,000 35 26,250
Cathy Moska 2,100 900 26,000 30 27,000
Joyce Summerset 2,100 600 38,000 30 18,000
Amy Strong 2,100 1,200 38,000 40 48,000
Total 46,579 $1,073,925 $3,777,120




Net fees 3,519,091 100.00
Salaries $1,073,925 30.52
Payroll taxes 96,653 2.75
401(k) 21,479 0.61
Other employee benefits 107,393 3.05
Dues, library, CPE 67,812 1.93
Professional liability insurance 35,301 1.00
Rent 175,519 4.99
Equipment depreciation 64,000 1.82
Other occupancy 35,712 1.01
Covenants not to compete 144,000 4.09
Other expenses 421,739 11.98
Total expenses $2,243,533 63.75
Net income before owners salaries $1,275,558 26.25
Income per partner $ 212,593
EXHIBIT 9-25. Earnings Capitalization Calculations
Before After




Owners salaries imputed based upon managers (390,000) (468,000)
Normalized income $ 684,133 $ 951,558
Capitalization rate 26% 26%
Total operating value $2,631,280 $3,659,838
Value per partner $ 526,256 $ 609,973
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EXHIBIT 9-26. Rate Determination
___________________ Factor__________________ Rate 
Long-term government rates____________________________ 6.5
Equity capital premium
Difference large company stock and government bond 7.0
Small company premium
Difference large and small company stock 5.2
Total public small company 18.7
Adjustment for control premium
Less calculation based upon minority discount of 30% 4.7
Net publicly traded small company 14.0
Lack of marketability
Calculated based upon a discount of 30% 6.0
Net closely held small practice 20.0
Specific risk factors
History of client turnover 0
Reliance on referral for specialty work 1
Reputation -1
Facilities and computer technology 0
Risk of client retention upon acquisition 0
Risk of staff retention 0
Volatility in earnings history 0
Industry growth trends 2
Growth trends in geographic area — 1
Staff stability and proficiency 0
Competition 2
Diversity 3
Total specific risks 6
Total rate 26
Less anticipated inflation 2
Less anticipated real growth 4
Net capitalization rate 20
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Office postmerger checklist, 86-87 
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Outside business activities, 20 
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103-104
disputes between, 8-9
equity, value of, 38-39
general practice contribution by; 
example, 26
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P
Partners, change in (case study), 135 
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Pratt, Shannon, 110
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Quality of firm, 36-38 
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change in probability, 83 
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relative firm size, 40-41 
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Security of working for larger 
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Seller’s viewpoint, 55
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Size of firm, 40-41 
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Stability of firm, 30 
due diligence checklist, 51
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announcing mergers and 
acquisitions to, 44-45, 86 
as firm asset, 94-95 
levels, 105 
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perception of merger, 11 
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case study, 132-133, 139-140, 143, 
145-146
current; example of, 4 
projected; example of, 5
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rates from, 117-120
Statistical data, 81-82
Succession plan, 3-6 
case study, 134 
estimated transition payment 
schedule; example of, 6 
example of, 3 
lack of, 14 
staffing profile, 4, 5
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see Identifying target firms
Taxes, 85
due diligence checklist, 52 
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Transfer agreement; sample, 47-50 
Transition in an acquisition, 39-40 
individual client transition plan; 
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V
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based on correct staffing;
case study, 128 
buyer’s viewpoint, 56 
case study, 127-128 
comparable sales, 76 
established practice, 77-78 
gross fee multiples, 76 
income stream, 58-60 
minority interest, 56 
percentiles of value as multiple 
of gross fees, 80 
seller’s viewpoint, 55 
value of acquisition, 35-36 




Work ethic, 19-20, 37
Work level, reduction of, 7-8
Work in progress; balance sheet 
adjustments, 91-92
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